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signing to such a unit either one or more 
of the most able and experienced men 
in the firm or to recruiting from outside 
the firm qualified candidates who pos- 
sess the requisite experience to form the 
nucleus of the unit and to provide neces- 
sary on-the-job training facilities for the 
srowth of the department. 


Cooperation with Governmental Agencies 

The California State Society of CPAs 
is becoming increasingly active in co- 
operating with governmental agencies, 
as evidenced by two recent meetings in 
Sacramento (THE CPA NEWSLETTER, 
March 1958). The chairman and other 
members of the Committee on Taxation 
met with a Franchise Tax Board official 
to discuss the formation of a joint com- 
mittee of CPAs and Board members. 
This came as the result of an earlier 
meeting of the two groups to explore 
various problems involving state taxes, 
when it was agreed that there would be 
mutual benefit from a continuing ex- 
change of ideas. 

In line with this program of coopera- 
tion with public agencies, the chairman 
of a newly formed joint committee with 
members of the County Auditors Asso- 
ciation, met with Association members 
to explain the Society’s past and present 
work with city officials through the Cal- 
ifornia Municipal Ac- 


Committee on 


counting. It is also reported that the- 


California Committee on Municipal Ac- 
counting. a joint committee of the So- 
ciety and the League of California Cities, 
has almost completed plans for publica- 
tion of a set of model financial state- 
ments for California cities. When com- 
pleted, the statements will be distributed 
to cities throughout the state for guid- 
ance and information. 

This committee has already published 
a CHEck List FoR THE AUDIT OF THE 
FivanciaL Recorps oF A CALIFORNIA 
Ciry and A CHart or ACCOUNTS FOR 
CALIFORNIA Cities. An earlier publica- 
tion by the League of California Cities 
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is TrEAsURY CASH MANAGEMENT AND 
INVESTMENT OF IDLE Funps. All are 
available through the San Francisco 
office of the California State Society. 


The Economics of Accounting 

Practice—Ohio Version 

The first general survey of CPAs in 
Ohio is reported in THE Onto CPA 
(Winter 1958) and contains many items 
of interest. To gather data, two ques- 
tionnaires were sent to all CPAs in the 
state—the first to individuals (reply 
rate of nearly 50 per cent), the second 
to firms (reply rate “satisfactory” but 
the percentage could not be exactly de- 
termined). The first questionnaire asked 
about age, city size in which practice 
was located, annual income, educational 
background, and an analysis of time de- 
voted to various accounting activities. 
The second covered such items as: fees 
charged to clients, office records, and ac- 
counting practices used by firms in keep- 
ing their own books. 

As might be expected, the median 
annual income for partners in the larger 
cities was greater than for single prac- 
titioners (in the bracket $15 to $20 
thousand as compared with the $10 to 
$12 thousand bracket). Rather oddly 
though, the median income of sole prac- 
titioners in cities of less than one-half 
million was larger than the income of 
those who operated in the largest cities 
($12 to $15 as compared with $10 to 
$12 thousand). The median income of 
CPAs in industry averaged $12 to $15 
thousand but no information was pre- 
sented about size of cities in which they 
worked. 

The analysis of the time devoted by 
CPAs to different accounting activities 
revealed no surprises except that it 
pointed out the almost complete neglect 
of estate and trust work by the pro- 
fession. With respect to education, the 
survey revealed that 72 per cent of 
Ohio CPAs have college degrees. 

To obtain information that could be 
used in recruiting younger men for the 
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profession, the CPAs were queried as to 
what factors had influenced them to 
become accountants. Over one-third jp. 
dicated that their college teachers had 
been the major influencing factor jy 
turning them to the profession. Another 
point revealed was that professional in. 
terest appears to be high because over 
85 per cent of the CPAs replying were 
members of the State Society. However, 
only about 38 per 
that they had attended any of the six 
Society meetings held in the past three 


cent of these stated 


years, 
The second questionnaire showed that 
there exists a wide range of hourly 
rates charged to clients with the smaller 
firms averaging about ten dollars an 
hour. Smaller offices made no attempt 
to charge clients for typing, duplicating, 


_and other routine office expenses but 
| absorbed these costs in overhead. Larger 
| offices, however, charge these services 
| directly to the client at rates ranging 


from $2 to $5 an hour with $3.75 as an 


| average. 


Accounting firms appear to be tradi- 
tional in their own reporting practices 


| because nearly 70 per cent use the cal- 


endar rather than a fiscal year and 


nearly 80 per cent use the cash basis. 
| ; 


Management Services by 


Local Practitioners 


In providing management services to 


| their clients, accounting firms have de- 
veloped certain approaches which are 


applied to the more traditional activity 
of installing accounting systems. This 
is discussed by Gordon L. Murray in 
the article, “Management Services by 


Local Practitioners — Accounting Sys 
tems” (News BULLETIN of the Massa- 
chusetts Society of CPAs. January 


1958). 

The discussion of the method of con- 
ducting an overall survey of an ac: 
counting system is especially helpful. 
The suggested techniques in making an 
initial survey are gathered under some 
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eleven headings beginning with “back. 
ground information” and extending to 
“action program.” Some of the points 
considered are: 

1. Before visiting the client’s prem. 
ises, gather information about him from 
your own firm’s records—such items as 
weaknesses revealed in internal control: 
information about personalities of em. 
ployees; review financial statements for 
an appropriate period (perhaps 10 
years) and look for trends indicative 
of strong or weak profit performance, 
Also seek to learn something about the 
industry and significant trade practices. 
Trade associations and publications of 
the N.A.A. and the Controller’s Institute 
will be helpful. 

2. Review with the client what you 
propose to do, how you plan to go about 
it, and what actions you will request 
of his personnel. Arrange for a meeting 
with the key people in the organization 
for a full explanation of the nature and 
scope of the survey. 

3. Obtain or develop an organization 
chart of the company and arrange a 
sequence of time schedules for inter- 
viewing the proper personnel. 

4. Make a plant tour early in the sur- 
vey, preferably with a production man 
so that you can learn his side of the 
problem. In touring the plant. try to 
follow the flow of production from raw 
material issuance to finished product 
and be particularly alert for evidence 
of shop controls—shop orders, move 
tickets, schedule boards. timekeeping. 
material requisitions, scrap tickets, ete. 
Also note housekeeping, storage facil- 
ities and methods, equipment groupings 
or centers. tool cribs and tool controls. 
etc. 

5. Review executive control reports 
on financial position, cost. schedules, 
quality. and other areas and determine 
questions you wish to cover during 


| your interviews. 


6. Conducting interviews involves lis: 
tening more than talking, asking the 
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right questions, avoiding expressions of 
opinion or criticism and seeking to ob- 
tain the interviewee’s opinion of what is 
done, his ideas for improvement, things 
previously tried and abandoned, and 
things that are being planned. To avoid 
later resistance or resentment, interview 
all key persons who may be affected by 
your recommendations even if their 
contributions may not be entirely ne- 
cessary. 

7. In evaluating material collected, 
the management control approach is 
recommended. First determine what is 
an adequate control plan, what parts 
the client already has and what parts 
of the plan are missing. Consideration 
is next given to the effectiveness of 
methods more appropriate for the new 
control features and such problems as 
mechanized v. manual procedures and 
centralization v. decentralization are 
examined. This two-step approach— 
first management control requirements 
and then methods—usually has the most 
appeal to top executives who are often 
confused by a discussion of forms, 
journal entries, and other procedural 
detail. 

8. Presentation of recommendations 
should usually be first made orally and 
informally to permit adjusting of final 
emphasis based upon your sensitivity 
to the reaction. Use the 
positive approach of explaining how to 
move from where they are to something 
even better rather than reciting all the 
present deficiencies. A specific action 
program, setting forth in precise steps 
all actions required to move from where 
they are to where they hope to go, is 
finally prepared. This program also 
indicates at which points you are to 
review and consult as the program is 
carried out. 


audience’s 


Enforcement of Rules of 

Professional Conduct 

During the past two or three months 
the Oregon State Board of Accountancy 
has issued warnings to public account- 
ants for violations of its rules of pro- 
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fessional conduct (THE OREGON CPA. 
March 1958). Some accountants com. 
ing before the Board have admitted 
soliciting in violation of Rule No, 5, 
Others have been guilty of advertising 
in violation of Rule No. 10. 

The Board recently requested one firm 
of CPAs to appear before it and bring 
all reports issued by the firm during the 
current month. After inspection of 
these reports it was found that this firm 
was failing to give a proper accountant’s 
opinion, to disclaim or qualify an opi- 
nion, or put prominently on each page 
of the financial statements the phrase 
“Prepared from the books without 
audit,” as the particular circumstances 
in each case warranted. This conduct 
is in violation of their Rule No. 8 (sim- 
ilar to the Institute’s new Rule No. 19). 

In each of these violations the Board 
issued warnings that a continued viola- 
tion of the rules of professional conduct 
would constitute ground for calling a 
hearing after which the Board may te- 
voke or suspend any certificate or per- 
mit to practice or may censure a per- 
mit holder. 


| The Audit of School Districts 


New York accountants may find of 
interest a new statute on school audits 
passed in the last session of the Wis- 


| consin legislature and reported in that 
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State Society's NEWSLETTER (Decem- 
ber, 1957). A new section—10,29(14) 
was added to provide as follows: 

“The board of any school district 
whose expenditure for current operation 
and maintenance for the year just con- 
cluded has exceeded $25,000 or any 
school district entitled to receive state 
aids of over 50 per cent of the total re- 
ceipts for that year shall, at the 
close of each fiscal year, authorize an 
audit of the school accounts pursuant to 
sec. 40.30(1) or employ a licensed ac- 
countant for the purpose of making 
an audit of the school accounts and cer: 
tifying the results and conclusions of the 
audit. The costs of the audit shall be 
paid out of school district funds.” 
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An Adirondack View 


Saranga is a Pygmy boy in the book 
of that name written by Commander 
Attilio Gatti. The book is full of adven- 
ture, jungle life, and philosophy. It 
beats detectives and westerns—for us 
youthful accountants. I have just read 
it again. 

Saranga, at twelve, with his poisoned 
arrow, shoots a much desired bongo. 
His older brother, Taroo, gets hurt; so 
Saranga and his dog, Boo-a, go to the 
Arab traders with Taroo’s elephant 
tusks to get the things Taroo wants for 
his bride-to-be. He gets robbed, doped 
and dumped out in the jungle. But 
Saranga and Boo-a survive, wander in 
the wilds, get normal again, discover 
the elephants’ Glade-of-Death, find the 
secret passage over the big river. and 





finally get home, where Saranga’s re- 
port to his father is in short-form 
“Baaba, all is well.” 


This book is one that Dad can read 





evenings to the kids, and he and they 
and Mom all enjoy it. You don’t do 
things like that? Then you are missing 
a lot of living. 

Well. the annual CPA conference in 
the Adirondack forest comes soon— 
June 22 to 25. At Whiteface Inn you 


will not see any elephants or bongos; 


but you will find mountains. trees. and 
lakes—and some CPAs you have never 
seen before. Come. 

LEoNARD Houcuton, CPA 
Saranac Lake Branch of 
“The Adirondack Chapter” 
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Letters to the Editor 


Fees and Tax Work 


In any discussion of fees, the question 
of the propriety of charging an addi- 
tional fee when the tax returns are ex- 
amined, frequently my 
opinion, if any of the CPA’s special 
services deserve a separate fee and a 
fair fee, it certainly is for his repre- 
senting a client when the latter’s income 
tax returns are The CPA 
must often devote considerable time and 
effort to the examination and must exer- 
cise judgment and _ professional skills 


arises. In 


examined. 


of a high order. 


In connection with personal income 
tax returns, the CPA is entitled to a 
fair fee for their preparation. Since 
income tax work is more specialized 
than routine audits, the fees charged for 
the preparation of income tax returns 
should be calculated at much higher 
rates. When we mail our bill to the 
client together with the prepared in- 
come tax returns, we always specify 
what the bill is for. In this case the 
bill specifies “for the preparation of 
Federal and State Income Tax Returns.” 
There is no indication on the bill that 
it might also include possible future 
income tax examinations. 

Very frequently it takes a full day 
or longer to prepare personal income 
tax returns for a client, and very fre- 
quently it is also necessary to spend a 
day or more with an Internal Revenue 
Agent, if and when the return is exam- 
ined. Since we must be compensated for 
our time and work, we must educate 
our clients accordingly. If our time 
and effort require that we charge $150 
for the preparation of the income tax 
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returns and $150 for representing our 
client when his tax return is examined, 
is it not more likely that the client 
would complain, and rightfully so, if we 
bill him $300 with the mailing of the 
tax returns, when it is not at all certain 
that his tax returns will be examined? 
Is it not more likely that the client 
would willingly pay the $150 at the time 
the tax returns are prepared and $150 
one or two years later, if and when his 
return is examined? (The foregoing 
figures are presented purely as illustra. 
tion. ) 


In my firm, the latter procedure has 
been used for many years with complete 
success and I know that many account 
ing firms have had equal success. I be- 
lieve, therefore, in view of the above, 
that in most of the cases where the 
clients object to paying separate fees 
for income tax examinations, it is more 
the fault of the accountant than the 
client, since the former evidently did 
a very poor job in properly educating 
his client. 


Jack Gotpner, CPA 
New York, N.Y. 


Specialization Exchange 
In Accounting Practice 


Within the framework of the CPA re- 
quirements in the State of New York, 
we share a common educational back 
ground together with prescribed diversi: 
fied experience. Beyond this, each ac 
countant tends to acquire more than 
average knowledge in some phase of 
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“P’'m available for employment 


. . . I’m an Accountant. 
Of course, I’m _ registered 
at the MAXWELL 
AGENCY.’® 
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Accountants, Bookkeepers 
and other office personnel 
available through Maxwell 
Employment Agency. List 
your requirements. Expect 
unusually good results. 


MAXWELL 
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| phases of his profession, because of 
| his own inclination or the exigencies of 
_ his practice. 

In a firm of even moderate size, the 
principals and senior staff members 
form a “specialization exchange,” swap. 
ping their knowledge and experience in. 
formally, or acting as the recognized 
“office experts” for the solution of non- 
general problems, thus avoiding time- 
consuming research. 


Smaller firms and individual practi- 
tioners find an acceptable substitute in 
“swapping” among themselves. The 
technical meetings held by the commit- 
tees of our Society are a useful supple- 
ment, because they reveal the existence 
of problems and suggest practical solu- 
tions. 


No conscientious accountant willfully 
denies his client the benefit of special- 
ized accounting services he cannot him- 
self perform. But I believe there are 

relatively few instances in which the 
| general practitioner cannot himself com- 


MR. ACCOUNTANT: 


To solve your clients’ 
financing problems, 
refer them to 


TALCOTT FINANCE 


For Accounts Receivable, 
Inventory or Machinery, 
Instalment or Lease Sales 
Financing 


For additional facts contact the nearest 
Talcott office listed below 






1854 








NEW YORK DETROIT 
221 FOURTH AVENUE 
1870 NATIONAL BANK BLOG. 
ORegon 7-3000 WOodward 2-4563 




















ma 
eX] 


nes 


est 


go 
fai 


the 


cal 
de: 
an 
cli 
oul 
cal 


wh 





se of 
ies of 


», the 
nbers 
SW ap- 
-e in- 
nized 
non- 
time- 


racti- 
te in 
The 
nmit- 
pple- 
fence 
solu- 


fully 
‘cial- 
him- 
are 
the 


‘OM- 





June 











mand the necessary knowledge and 
experience. 
Luci__Le S. Bropa, CPA 


New York, N. Y. 


Salesmanship, Professional Status 
and Accounting Fees 


When a new client is given a con- 
cession based on his inability to pay, he 
should be told that the fee is less than 
adequate. This is very important. Fre- 
quently the accountant finds himself in 
a regrettable position as a result of this 
failure. He undertakes to work for an 
inadequate fee for a new client with the 
hope that if and when the client’s busi- 
ness is successfully established better ar- 
rangements will be made. This is ob- 
viously a gamble since the attempts to 
establish a profitable business may not 
be successful. However, even if the ac- 
countant wins the gamble he stands a 
good chance to lose the money if he 
failed to stress, at the beginning, that 
the fee was inadequate. 


When a potential client pleads that he 
cannot afford the quoted fee, the most 
desirable approach, from the account- 
ant’s point of view, is to convince the 
client that he cannot afford to do with- 
out the service and that the accountant 
cannot afford to work for substandard 
fees. An offer to extend the time over 
which payments are due might help to 
accomplish logical turn-around. 
Another approach is to bridge the gap 
between the fee that the client will pay 
and the fee required by the accountant 
by a series of scheduled gradual in- 
creases. These can be spaced over the 
period of a few months or even a year 
or two. In any event, the end result 
should be an adequate fee. 


this 


On this same subject of inability to 
pay—and sometimes it is more unwill- 
ingness to pay than anything else—-I 
would like to spell out a warning for the 
benefit of those practitioners who are 
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ACCOUNTANTS WRITE: 


| 
| “We have your 1958 Catalog 


'which is a treasure of things 
| . 
| for the accountant. Could you 


| 
_send us 12 additional copies?” 





| WRITE FOR YOUR FREE 
| COPY OF OUR NEW, 
| ILLUSTRATED 100 PAGE 
1958 CATALOG NOW! 


No Salesman Will Call 
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in the early stages of building a practice, 
I am sure that the established practi. 
tioner will agree with me. Before fixing 
any fee, consider carefully what is neces. 
sary to carry on a successful well-admin. 
istered practice. Consider the amount 
of time that must be devoted to pro- 
fessional reading and study and the 
time required to properly run an office 
and train a staff. Consider the free 
time necessary to participate in the ac- 
tivities of professional societies and 
community organizations and the free 
time you would like to have for family, 
social activities and healthful relaxation, 
If all of the time requirements are taken 
into account there is one inescapable 
conclusion and that is that accounting 
fees should be high. The practitioner 
who ignores this often winds up with a 
practice that produces only a modest in- 
come yet takes all his time. This practi- 
tioner is in a rut; he is busy servicing 
his practice in order to make financial 
ends meet and does not devote the time 
necessary to improve his stature so that 
he can command larger fees. It is an 
endless cycle. This dilemma can best be 
avoided at the beginning when the ac- 
countant should devote himself to the 
problem of how to secure an adequate 
fee arrangement while he is working on 
the problem of how to properly service 
the client. The two problems, adequate 
service and adequate fees, should be re- 
garded as inseparable. 


The accountant would do well to keep 
in mind the task of a salesman. It would 
be very easy to sell if the salesman 
could cut the price of his product and 
modify the terms of sale to meet the de- 
mands of each customer. The would-be 
salesman who embarks on that easy road 
is doomed before he starts. The success- 
ful salesman knows that he must not 
only make the sale but that it should be 
at the established terms and price. 


Max Ktern, CPA 
New York, N. Y. 
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wgure 
it out 
for yourself... 


And no matter how you figure it, 
Municipal Bonds yielding 344% are 
equal in earnings to other securities 
that yield 10% for an individual 

in the $33,000 bracket. As an 
accountant, we are sure you will 
recognize the many advantages 

of income received from 


TAX-FREE securities. 


For further information about 
TAX-FREE income for you or your 
clients, send for a free copy of the 
“TAXABLE EQUIVALENT YIELDS” 
chart, and, our specially prepared 
booklet “INCOME CAN BE 
TAX-FREE.” 
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Investment Securities for 27 Years 


9 CLINTON ST., NEWARK 2, N. J. 
Without obligation, please send me your FREE copy of: 
“INCOME CAN BE TAX-FREE” booklet 
“TAXABLE EQUIVALENT YIELDS” chart 
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Our Profession and Public Recognition 


Despite the tremendous growth of our profession and its 
ability to meet the expanding and changing needs of our 
economy, the inescapable fact still remains that the general 
public is not fully informed as to the scope and nature of our 
services. It becomes evident, as we meet with some business 
groups or public officials, that a discrepancy exists between our 
capacity for the rendering of essential professional services 
and complete public recognition of their character. The same 
lack of full awareness is undoubtedly manifest as to many 
shareholders of publicly owned companies. There is something 
fundamentally wrong in this situation. Given a_ profession 
whose services are so essential to our society, the public good 
calls for commensurate informed understanding of our pro- 


fession. 


It is my opinion, therefore, that we must further expand 
our program of public education; first, to emphasize the dis- 
tinction between accountants, public accountants, and certified 
public accountants, and second, to bring about a better under- 
standing of our functions under the free enterprise system. 
A program of this kind cannot, of course, be a superficial pub- 
licity effort. Rather it is a matter of displaying the profession 
in its best light through clinics, meetings with business and 
governmental groups, educators, service leagues and others. 
Some good examples can be drawn from the many chapter 
activities, including the Long Island Business Machine Exhibit, 
the Rochester Public Relations Clinic, and the Accounting 
Seminars in Buffalo. 

lt is a program in which each practitioner can take part. 
According to a recent survey, the individual services of certi- 
fied public accountants in community activities are substantial. 
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These activities should, in so far as possible, be identified with 


the profession as well as with the individual. 

During the past few years, the relationship between the 
Society and government departments and agencies has shown 
considerable progress. We hope further to encourage these 
relationships and we should eventually reach the position of 
being regularly consulted by Federal, local and state govern- 
ments on matters within our competence. 

Our program of continuing education is an integral part of 
a total program for achieving public recognition and requires 
our serious consideration primarily in the areas of manage- 
ment services, report writing, auditing standards, and ethics. 
We have received, and we hope to continue to receive, the 
cooperation of the American Institute of Certified Public 
Accountants on these matters. Our technical meetings under 
the sponsorship of the various committees, and our magazine, 
have been of the utmost importance in keeping our member- 
ship up to date in modern practices and procedures. These 
programs are a part of continuing education. They are vitally 
necessary in affording opportunities for preparation for greater 
responsibilities. 

Our relationships with other professions and various organi- 
zations of business are obligations which need our continuing 
attention. We cannot exist by ourselves. We need, as do other 
professions, a close cooperative relationship, both for our 
mutual benefit and for the public interest which we all serve. 
We should join with other professions and organizations in 
promoting improvements in legislation and administration deal- 
ing with matters on which we are qualified to speak. 

We will continue to fulfill our obligations as a profession 
only as long as we continue to observe the high ethical and 
moral standards developed by our predecessors. These obliga- 
tions fall upon us individually as well as upon our Society. 
May we have the foresight as well as the fortitude to fulfill 


them. 


Howarp A. WITHEY, 
President 
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The Formulation of Accounting Principles 
for Nonprofit Institutions 


By Roser L, Dickens, C.P.A. 





Introduction 


Long-needed attention is now being 
devoted to the problem of defining gen- 
erally accepted accounting principles 
nonprofit institutions. 
include but not 


applicable — to 
Such institutions 
limited to: 
1. colleges and universities. 
2. voluntary hospitals. 
3. charitable foundations. 
voluntary health agencies. 
5. welfare federations. 
6. other organizations devoted to re- 
lief of distress in all its forms. 


are 


Local governmental and other tax sup- 
ported institutions have been omitted 
from this listing, although the princi- 
ples developed for voluntary nonprofit 





Ropert L. Dickens, C.P.A., is Associ- 
ate Professor of Accounting at Duke 
University, Durham, N. C. Professor 
Dickens is a member of the North Car- 
olina Society of CPAs, the American 
Institute of CPAs, and the American 
Accounting Association. 
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Increasing attention is being devoted to developing principles of accounting 
for nonprofit institutions. The deviations of accounting practices for such 
institutions from the principles developed for profit-seeking organizations, 
and the variations existing within the nonprofit field, are matters of con- 
siderable current concern. This article discusses these differences and sug- 
gests certain bases for the development of acceptable principles. 


institutions would be applicable at least 
to some degree to tax supported insti- 
tutions. 

The growing importance of the non- 
profit institution in our society over 
the last two decades and the growth 
of the accounting profession over the 
same period have combined to cause 
the profession to devote attention to 
this area of accounting. A committee 
of the AICPA has been set up to study 
the problem. A number of state CPA 
societies now have committees studying 
the problem. The Committee on Insti- 
tutional Accounting of the New York 
State Society of CPAs has recently 
formed a subcommittee whose members 
are in the process of developing explor- 
atory articles dealing with fundamental 
concepts in this field. Individuals have 
intermittently written articles on vari- 
phases of the overall problem. 
Recent attention been devoted to 
accounting principles for all the major 
types of nonprofit institutions. This 
attention has not been coordinated as 
evidenced by the fact that two recent 


ous 
has 
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The Formulation of Accounting Principles for Nonprofit Institutions 


publications! specifically restrict their 
attention to the type of institution 
which receives the major portion of 
its income from public contribution. 
The major statement of principles of 
accounting for educational institutions 
is “College and University Business 
Administration,” published in 1952 un- 
der the auspices of the American Coun- 
cil of Education as a and 
expansion of a 1935 publication. For 
voluntary hospitals the major statement 
of principles is “Handbook of Account- 
ing Statistics and Business Office Pro- 
cedure for Hospitals,” published in 1950 
under the auspices of the American 
Hospital Association as a revision and 
amplification of a 1940 publication. As 
will be shown later, the principles of 
accounting recommended in these pub- 
lications vary considerably from those 
established for the commercial organi- 
vary between them- 


revision 


zation and _ also 
selves. 

The publication of STATEMENT ON 
AupiTING ProcepureE No. 28, entitled 
“Special Reports,” by the AICPA Com- 
mittee on Auditing Procedure will un- 
doubtedly add impetus to the search 
for agreement on accepted principles, 
at least within each major area. Para- 
graph 11 of the Statement, referring to 
ronprofit organizations, states: 

. . . In those areas where the auditor believes 
generally accepted accounting principles have 
been clearly defined (as indicated by au- 
thoritative literature and accepted practice, 
etc.) he may state his opinion as to the con- 
formity of the financial statements either with 
generally accepted accounting principles, or 
(alternatively, but less desirably) with ac- 
counting practices for nonprofit organizations 
in the particular field (e.g., hospitals, educa- 
etc.), and in such cir- 


tional institutions, 


cumstances he may refer to financial position 
and results of operations. . . . In those areas 
where the auditor believes generally accepted 
accounting principles have not been clearly 
defined, the other provisions of this statement 
apply. 


The “other provisions” require either 
a fundamental change in the opinion 
paragraph of the report (see paragraph 
9 of the Statement) or an “exception” 
with a clear explanation of the reason 
therefor (paragraph 10). 

The accountant who takes on an en- 
gagement to audit and report on the 
activities of a nonprofit institution is 
in a position not to be envied. He must 
determine not only whether the partic. 
ular principles used by the client con- 
form to accepted practices within the 
particular field but also whether the 


practices in the field qualify as “gener. 
9 ° . . . . 
ally accepted.” His dilemma is in- 


creased by the fact that, with the excep- 
tion of hospitals, the principles pro- 
posed for each field vary considerably 
from those established for profit-seek- 
ing enterprises and that there is con- 
siderable variance between the fields. 

The purpose of this paper is to point 
out some of the differences - between 
the principles established for profit- 
seeking enterprises and those proposed 
for nonprofit institutions, and some of 
the differences between the proposed 
principles within the nonprofit field, 
and to explore the possibility of estab- 
lishing a common ground on which 
agreement as to principles might be 
established. The publications previously 
cited are the source of information as 
to the principles proposed for nonprofit 
institutions. 


1 These are: “Statement of Accounting Principles for Social Service Agencies” prepared by 
a committee of the California Society of Certified Public Accountants, and reprinted in the 
Journat or Accountancy, July 1957, pp. 30-32; and “Accounting Principles and Procedures 
of Philanthropic Institutions,” an extensive study of current practices by Louis Englander pub- 
lished in 1957 by The New York Community Trust, New York, N. Y., and subsequently reported 
on by him in a two-part article published in the April and May 1958 issues of Tue New York 
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Accounting Principles 





Profit vs. Nonprofit Institutions 


Before undertaking an analysis of 
differences between established and pro- 
posed accounting principles, it would 
be helpful to review those principles 
established for  profit-seeking  enter- 
prises which might be applicable to 
nonprofit institutions. There are a num- 
ber of areas of accounting for profit- 
seeking enterprises which do not have 
a counterpart in nonprofit institutions. 
Methods of valuation of inventory, for 
example, are of no real concern to the 
nonprofit institution because invento- 
ries are usually insignificant in amount. 
The areas of overlap include the fol- 
lowing: 

1. Timing of recognizing income. 

2. Timing of recognizing expenses. 

3. Treatment of capital expenditures 
and major prepayments. 

1. Format of Balance Sheet. 

5. Format of Income Statement. 


Basic Principles for Commercial 

Enterprises 

For the profit-seeking enterprise it 
is generally agreed that income should 
be recognized at the time that the prod- 
uct or service of the company is con- 
verted into cash or other valid assets. 
The term “other valid assets” includes 
any enforceable claim against the re- 
cipient of the goods or services. There 
are, of course, recognized exceptions to 
this general rule. In cases where the 
circumstances are such that collection 
of the contract price is not reasonably 
assured and a reasonable basis for 
determining the amount of possible loss 
is not available, it is acceptable to 
defer recognition of income until cash 
is collected (e.g., the installment basis 
of accounting). In other cases it is 
sometimes acceptable to recognize in- 
come before the product or service 


1958 


is converted (e.g., the percentage-of- 
completion method for long-term con- 
tracts). 

The timing of recognition of expenses 
is usually based on the “matching” 
concept; that is, the expense should be 
recognized in the same period as the 
revenue with which it may be reason- 
ably associated. Because of the prob- 
lem of determining a basis of direct 
association between certain expenses 
and revenue, the revenue recognized 
in a particular accounting period is 
often charged with the service poten- 
tial utilized within that period whether 
or not there is a reasonable basis of 
association. This means that if it is 
reasonably expected that a particular 
expenditure has a future service poten- 
tial to the business it should be pro- 
rated over the periods in which the 
benefit is to be utilized, but if a future 
benefit cannot be reasonably assured 
and reasonably measured, the item 
should be charged to current expense. 
It also means that if a service is uti- 
lized in the current accounting period, 
the cost thereof should be charged to 
current expense whether or not the 
expenditure of funds has been made. 

Expenditures for items from which 
a future benefit can reasonably be anti- 
cipated are set up as assets and gradu- 
ally written off to expense as_ their 
service potential is utilized. For tangi- 
ble assets the proration is called depre- 
ciation. The purpose of depreciation 
then is to prorate the cost of capital 
expenditures to the periods during 
which the services of the item are uti- 
lized. As in the case of any other 
expenditures, if a basis for matching 
with a particular revenue can be rea- 
sonably determined, the use of the 
service potential of the asset is con- 
sidered to be converted into another 
asset form (i.e., inventory) and recog- 
nition as expense is deferred until the 
associated revenue is realized. 
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Statement Presentation 


The balance sheet of a business en- 
lerprise is generally set up with classifi- 
cations designed to show the type of item 
controlled by the enterprise rather than 
the administrative those 
items. The asset classification normally 
used is one which will provide informa- 


control over 


tion concerning the items that are cash 
or are expected to be converted into cash 
receivables, short-term invest- 
ments, etc.), the service potential or 
salable product that will be utilized in 


(cash, 


a relatively short period of time (in- 
ventory, short-term prepaid expenses. 
etc.). and the service potential that will 
he utilized over a longer period of 
time (fixed assets, long-term deferred 
charges, etc.). Liabilities are generally 
classified by type of debt and further 
broken down according to the time 
period in which the debt is payable. 
The generally accepted basis for classi- 
fication of owners equity in a corpora- 
tion’s the 
that equity, except that under certain 
circumstances legal, contractual, or vol- 
the distribution 
of corporate assets to shareholders are 


balance sheet is source of 


untary restrictions on 
shown in the equities section. 

The format of the income statement 
of a business enterprise is designed to 
the 
and cost to related 


emphasize matching of expenses 


revenue and show 
the net results of operations on a_pe- 
riod basis. Generally, income is shown 
gross with deductions from income 
classified in such a manner as to pro- 
vide significant information to the user 
of the statement. The attention directed 
to the net income figure by financial 
news reports and by the public makes 


an appropriate determination of that 
figure very important. 


Hospital Accounting 


The principles of accounting recom. 
mended for hospitals conform in all 
major respects to those accepted for 
commercial organizations.” The major 
difference between the two is in the 
format of the balance sheet. The hos- 
pital balance sheet, if it is prepared in 
conformity with the recommendations 
of the American Hospital Association, 
is a “fund” balance sheet showing plant 
and related mortgages, invest- 
ments and sometimes special funds sepa- 
rated from the current fund. This de- 
viation from principles established for 
profit-seeking organizations is justified 
on the basis of the variation in the prac- 
tical administrative handling of the 
funds. 

The fundamental basis of accounting 
recommended for hospitals is the ac- 
crual basis. Charges to patients for 
services are to be recorded as income 
the service is rendered rather 
than as cash is collected. They further 
recommend that income from services 
to all patients be recorded at the rates 
established for individual full-pay pa- 
tients with appropriate records kept of 
the various discounts, allowances and 
charity service given. This recommen- 
dation differs from the business treat- 
ment of trade discounts, which might be 
considered its counterpart. The use of 
this method is justified on the basis of 
the value of the information provided 
thereby. 

The A.H.A. recommendation 
that expenses should be recorded on the 
accrual basis with prepayments and ac- 


assets 


when 


states 


2 The recommended principles for hospitals are from “Handbook of Accounting Statistics 
and Business Office Procedures for Hospitals, Section I” published by American Hospital Asso- 
ciation in 1950. Specific references are: fundamental method of accounting, p. IX: timing of 
income recording, p. 64; capitalization and depreciation of assets, p. 65; format of income 


statement, pp. 41-48. 
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cruals recorded to show the expense 
in the proper period. The recommenda- 
tions specifically state that there should 
be complete accounting for plant and 
equipment, with depreciation charged 
on a time or service basis, rather than 
charged to expense at acquisition. This 
is to be done regardless of how the 
plant was acquired or how management 
plans to get funds for replacement. The 
recommended format of the 
statement is essentially the same as that 
used in business except that the recom- 
mended title for the net resultant figure 
is “Gain or (Loss) for Year” rather 
than “Net Income.” This brief sum- 
mary shows that the authoritative liter- 
ature in the field of hospital accounting 
establishes the 
same as those established for business 


income 


standards _ essentially 


enterprises. 


Educational Institutions 


The principles of accounting recom- 


mended for educational and _ social 
service institutions vary widely from 


those recommended for hospitals and 
business enterprises. The basic method 
of accounting recommended for colleges 
called “modified 
accrual.” The modified accrual basis is 


and universities® is 


a hybrid method of accounting combin- 
ing some of the features of cash and 


It is defined by 
4 


accrual accounting. 
Englander as follows: 
The modified accrual basis is a variation of 
the accrual method, which departs from one 
or more of the latter’s usual procedures. These 
variations include the following: (1) 
is reported on a cash basis. ... (2) 
prepayments are ignored. ... 


Income 
Minor 
(3) Fixed assets 
are not usually capitalized, but are treated as 
expense at the time of acquisition. In the 


event that buildings are capitalized, however, 
then depreciation is not taken as an operating 
expense. (4) Minor accruals are ignored. 


The recommendations for educational 
institution accounting include all these 
deviations from the accrual basis for at 
least a portion of the accounts. Income 
from student fees is to be recorded on 
the accrual basis, but income from the 
endowment fund and from contributions 
is on a cash basis. Current restricted 
receipts should be reported as income 
only to the extent expended during the 
current year. Expenses are to be re- 
corded on the accrual basis except that 
prepaid expenses are only partially 
recognized (i.e., inventories of supplies 
in the general storeroom should be 
shown as inventories but amounts in 
departmental storerooms should remain 
in expense). Purchase commitments 
are set up as encumbrances and fund 
balance is restricted for all outstanding 
commitments. 

Expenditures for physical plant and 
original equipment should be capital- 
ized (i.e., kept out of current operating 
expenditure statement completely), but 
expenditures for replacement and _ re- 
newal of equipment should be charged 
as current expense. Depreciation should 
not be charged on educational plant 
and equipment, but should be recorded 
for institutional service property and 
for property used for auxiliary or other 
income-producing activities such as 
dormitories, dining halls, ete. Depre- 
ciation is also required for property 
held as investments of endowment funds. 

The accounts are to be separated into 
balanced fund groups in order to insure 


*The recommended principles for colleges and universities are from “College and Univer- 


sity Business Administration, Volume IT” 


published in 1952 by the American Council of 


Education. Specific references are: fundamental method of accounting, pp. 20-21; timing of 


recording contribution income, p. 21 


: omission of depreciation for educational plant, pp. 19-20, 
((; ming of recording expenses, p. 21; format of income statement, p. 53. 


*Louis Englander, “Accounting Principles and Procedures of Philanthropic Institutions,” 


The New York Community Trust, 1957, pp. 7-8. 
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the observance of limitations and re- 
strictions placed on the use of the vari- 
ous funds. This separation is maintained 
in the financial reports. The recom- 
mended format of the income statement 
for the current fund is essentially that 
of the “single step” statement some- 
limes recommended for business enter- 
prises. The net resultant figure is called 
“excess of current income over current 
expenditures.” 

This brief summary indicates that the 
authoritative literature in the field of 
college and university accounting recom- 
mends principles very substantially dif- 
ferent from those established for busi- 
ness enterprises. Arguments are pre- 
sented for each of the variations center- 
ing primarily around stewardship as the 
coal of accounting, the absence of the 
profit motive, and the requirements of 
budget reporting. 


Social Service Agencies 

The major literature in the field of 
service and voluntary health 
agency accounting is of very recent 
origin. A committee of the California 
Society of Certified Public Accountants 
has prepared a “Statement of Account- 
ing Principles for Social Service 
Agencies” which was reprinted in the 
July, 1957 issue of THE JOURNAL OF 
Accountancy. This Statement was pri- 
marily directed to the problem of de- 
termining acceptable methods of re- 
porting expenditures on a functional 
basis as is indicated in the following 
statement of purpose: 


social 


There appears to be a lack of uniformity in 
the accounting principles followed by the 
organizations which report to the Board of 
Social Service Commissioners. Since the pub- 


lic interest requires that fund-raising and 
administrative costs be kept at a minimum, 
these expenses should be reported in accord. 
ance with generally accepted accounting 
principles.5 

This statement does not cover many 
of the areas cited for the other literature 
on nonprofit institution accounting such 
as format of statements, etc., but it does 
mention the principles that might be 
used for timing of recording income 
and expense. As to timing of recording 
income, it states: 

The committee favors an accounting prin- 
ciple under which pledges from the general 
public are not recorded as income until col- 
lected. However, the committee also regards 
as acceptable an accounting method under 
which bonafide pledges are recorded as income 
after deducting an adequate provision for 
uncollectible amounts. 


As to timing of recording expenses it 
states: 

The committee recognizes that both the cash 
and accrual methods of accounting for costs 
and expenditures are in use by social service 
organizations. Either method may be appro- 
priate if it fairly reflects the expenses for the 
accounting period.? 

The statement does not give the 
committee’s recommendation as_ to 
whether depreciation should be charged 
or for the treatment of capital expendi- 
tures but it indicates the same “either 
acceptable” attitude by saying: 

If the organization has elected to charge off 
the cost of fixed assets over their useful life, 
the resultant annual depreciation should be 
charged or allocated as if it were for rental 
of the assets.8 

The attention devoted to the problem 
of functional allocation of costs is jus- 
tified since this is an area of accounting 
for nonprofit institutions which is ex 
tremely important if the public is to be 


5 “Statement of Accounting Principles for Social Service Organizations” by a Committee of 
the California Society of Certified Public Accountants, THE JouRNAL OF ACCOUNTANCY, July 


1957, p. 30. 
6 Tbid., p. 30. 
7 Ibid., p. 30. 
8 [bid., p. 32. 
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given useful and reliable information. 
However, there seems to be little justi- 
fication for saying that this is the only 
area of any importance and thus any 
method selected by the organization 
for recognizing income, recording ex- 
penses. etc., will produce results in 
conformity with “generally accepted 
accounting principles.” 

The other major publication in the 
field of accounting principles for social 
service and voluntary health agencies 
is also of recent origin.® A major por- 
tion of this publication is devoted to the 
problem of functional allocation of ex- 
penditures, but substantial attention is 
given to the questions of basic prin- 
ciples. As in the California Statement, 
there is a tendency to say that a number 
of alternative treatments are acceptable, 
but this report recommends specific 


treatments of the various items and 
presents arguments to support the 


recommendations. The basic method 
of accounting recommended is the mod- 
ified accrual method. Income generally 
should be recorded on the cash basis 
but statement disclosure should include 
information as to the gross amount of 
pledges receivable. It is also recom- 
mended that income should be recorded 
gross with costs and expenses controlled 
by the institution reported even though 
the costs and expenses are paid from 
the income before the net receipts come 
into the hands of the institution. 
Accrued expenses should be set up, 
thus charging the expense in the period 
in which the obligation is created, but 
expenditures applicable to future per- 
iods should not be recorded as prepay- 
ments. Depreciation should not be 


charged as an operating expense, but 
rather the expenditures for furniture and 
equipment should be charged to expense 
in the year of purchase. It is further 
recommended that a separate functional 
category for “capital expenditures” be 
set up for reporting such purchases 
rather than allocating the expenditures 
to the purpose or function to be served 
by the item. Separate funds accounts 
should be maintained for various types 
of funds in the hands of the institution, 
and this distinction should be main- 
tained in the financial reports. The 
format recommended for the income 
statement of each fund is essentially a 
“single step” statement with the net 
resultant figure called “Excess of In- 
come.” The author indicates that al- 
ternative treatments for most of these 
items should be acceptable. As to the 
cash or accrual method of recording in- 
come, he states: 

Because of the stewardship concept of re- 
cording and reporting, there is not too mate- 
rial a difference between the two methods. 
This is so because recording and reporting 
must answer the questions, “What has been 
received? Have the receipts been expended 
according to plan?”10 

In reference to expenditures for fur- 
niture and equipment, he states that 
immediate charge-off is preferable, but 
that capitalization and _ depreciation 
should also be accepted: 

Why then, do some institutions capitalize 
these items and charge depreciation to ex- 
pense? The justification is that expenditures 
are not regular, but periodic. If charged when 
purchased, there would be wide variations in 
the annual charge, and the comparability of 
accounting periods would be affected. If com- 
parability is important enough, this method of 
recording should be accepted.1! 


Louis Englander, “Accounting Principles and Procedures of Philanthropic Institutions 


The New York Community Trust, 1957. 


Specific references are: fundamental method of 


accounting, p. 8; timing of recording income, pp. 10-11: timing of recording expenses, pp. 14- 
15; depreciation to be omitted, pp. 13-14; format of income statement, p. 37. 


10 [bid., p. 10. 
11 [bid., p. 15. 
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He states also that either method of 
handling prepaid expenses should be 


acceptable. 


Variations Summarized 


The principles or methods of account- 
ing considered to be acceptable by the 
sources cited range from strict accrual 
accounting to strict cash-basis account- 
ing. The California Committee stated 
that the cash basis was acceptable if 
it “fairly reflects the expenses for the 
accounting period.” They fail to elab- 
orate on the circumstances under which 
the would “fairly reflect,” 
but it would appear necessary that pre- 
payments, and payables be 
immaterial in amount. Whether or not 
the cash basis conforms to generally 


cash-basis 


accruals 


accepted principles, it is used for many 
organizations. An unpublished study 
by this author of the audit reports of 
a number of voluntary health agencies 
showed that reporting expenses on a 
strict cash basis is common practice. 
The by Blough 


when he said: 


same was_ indicated 

Readers will notice that we have not used 
the expression “generally accepted accounting 
principles” because we do not believe that 
phrase is applicable to a statement of cash re- 
ceipts and disbursements, which is what the 
report will undoubtedly include.! 

In all except the principles recom- 
mended for hospitals, the writers indi- 
cate that modification of the accrual 
basis is acceptable, but there is little 
uniformity in recommendation as_ to 
what deviations from the accrual basis 
would be best. Each one designs a set 
of principles which presumably meets 
the needs of the specific situation with- 
out regard to what has been developed 


for the other and, it seems in some 


12 Carman Blough, “Accounting and Auditing Problems,” THe JouRNAL OF 


October 1956, p. 60. 


13 American Council of Education, op. cit., 


14 Louis Englander, op. cit., pp. 4-6. 
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cases, without regard for other sey: 
ments of the same publication. 


Arguments Advanced in 
Justification for Differences 


The reasoning generally set forth for 
advocating a departure from the ae- 
crual accounting usually includes the 
following points: 

1. Reporting on stewardship as the 
goal of accounting. 

2. The absence of the profit motive. 

3. The necessity of conforming to a 
budget which is normally a cash budget. 
Several writers on the subject combine 
all these into an argument for depart- 
ing from the principles developed for 
profit-seeking organizations. The Amer- 
ican Council on Education states: 

Since the primary purpose of accounting in 
educational institutions is to report on the 
stewardship of the funds and property en- 
trusted to the institution rather than to deter- 
mine net profit and net worth, some items of 
income need not be accrued and certain ex- 
penditures need not be prorated.!* 

Englander states: 

Philanthropic institutions do not make 
profits. The principles and procedures set up 
for the determination of business net income, 
therefore, do not necessarily apply. . . . While 
budgets do not establish a contractual rela- 
tionship with the contributor, they are at 
least a part of an implied promise that ex- 
penditures will be made in accordance with 
their provisions. In reporting the results of 
operations, the actual results should be com- 
pared with the budget. . . . we may say that 
the goal of accounting for philanthropic in- 
stitutions is the proper determination and re- 
porting of their stewardship of contributions 
and other income.!4 

There are certain apparent  incon- 
sistencies within the methods 
mended by the various authors with 
limited or no discussion of the reason 
Is it reasonable or consistent 
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to say that all accrued expenses and 
payables should be recognized but that 
income should not be accrued? Is it 
reasonable or consistent to say that a 
five-year insurance policy premium 
should be prorated but that equipment 
purchased that will last the same length 
of time should be charged to expense 
in the year of purchase? Is it reason- 
able or consistent to say that deprecia- 
tion should be charged on the service 
facilities of a university but not on the 
educational facilities? The authors in 
many cases appear unmindful of these 
inconsistencies. Being intent on justi- 
fying the particular departure from the 
accrual basis they apparently forget 
that so significant a departure could 
give rise to a complete destruction of 
the validity of the system and thus 
require the development of principles 
complete and logical within themselves. 


Reporting on Stewardship 

Reporting on stewardship of entrusted 
funds has been set forth as one of the 
major reasons for the departure from 
the accrual basis of accounting for non- 
profit institutions. It will be 
however, that reporting on stewardship 


noted, 


has been proposed as one of the funda- 


mental considerations in developing 


principles of accounting for  profit- 
seeking corporations. Paton and Lit- 


tleton state: 

Corporation reports should rest upon the as- 
sumption that a fiduciary management is re- 
porting to absentee investors who have no 
independent means of learning how their 
representatives are discharging their steward- 
ship.15 

Littleton discusses at some length 
stewardship as a fundamental basis of 


He speaks of 
as a report on 
and points out 
report on finan- 


corporate accounting.'® 
the income statement 
operating stewardship 
the need for a proper 
cial stewardship. A somewhat more 
definition of stewardship 
would be neces- 


restrictive 
than is indicated here 
sary before it can be used to justify a 
departure from accrual accounting. 
Does the responsibility of management 
for funds entrusted to them end when 
those funds are converted into service 
potential through the purchase of fixed 
assets? Would not a better report on 
stewardship be one which showed the 


total resources available to the man- 
agement and the utilization of those 


resources in rendering a necessary serv- 
ice to humanity ? 


Absence of Profit Motive 


The absence of the profit motive is 
another major argument used to justify 
a departure from the accrual basis of 
accounting. The process of assigning 
costs to particular revenues and deter- 
mining a resultant net income or loss 
is peculiar to the profit-seeking enter- 
prise and thus the absence of the profit 
motive would justify a refusal to at- 
tempt the determination of net income 
or loss. It will be noted, however, that 


most of the sources cited retain the 
same fundamental form for the “In- 
come Statement” that is used for com- 


mercial enterprises. Englander recom- 
“Statement of Income and 
Expenses” with major categories for 
“Income” and “Expenses”!? with a re- 
sultant amount called “Excess of In- 
come.” The American Council of Edu. 
cation recommends a similar statement 


mends a 


15 W. A. Paton and A. C. Littleton, “An Introduction to Corporate Accounting Standards,” 


American Accounting Association, 1940, Ds 96. 


164. C. Littleton, “Structure of Accounting Theory,” American Accounting Association, 


1953, pp. 79-81. 


17 Op. cit., Dicdt. 
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with a resultant amount entitled “Ex- 
cess of Current Income over Current 
Expenditures.”!* 

Although the absence of the profit 
motive would seem to preclude the de- 
termination of net income for a non- 
profit institution, it does not necessarily 
preclude the determination of and re- 
porting on resources available and uti- 
lized on a period basis. The compila- 
tion of cost data (i.e., data concerning 
resources used up for a particular pur- 
pose) is not peculiar to income deter- 
mination. It is the process of matching 
expenses to revenue that loses its sig- 
nificance when the purpose is some- 
thing other than determination of a 
resultant net income. 


Conforming to a Budget 

The necessity or desirability of re- 
porting to contributors on the conform- 
ity of actual operating results to a 
budget does not require that this be 
the only information furnished to the 
contributor. Budgets are a useful con- 
trol device which, even in business 
usage, are normally set up to control 
expenditures of cash. The fact that a 
budget report compares actual expendi- 
ture of funds with the budget does not 
preclude the use of other reports show- 
ing other significant information. Fur- 
thermore, the author seriously doubts 
that the average contributor ever sees 
or hears about the budget which is to 
guide the organization in the use of his 


funds. 


Differences Between Organizations 
Another question that arises is 
whether the differences within the field 
of nonprofit accounting are justified. 
There are sufficient similarities between 
the various nonprofit institutions to 
cause some concern over the wide var- 
iety of principles proposed. A common 


18 Op. cit., p. 53. 
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goal of all nonprofit organizations is to 
provide a needed service to humanity 
within the limits of the resources avail. 
able to them. The profit motive is com- 
pletely foreign to the nature of all, 
Income is in principle not connected 
with earning power but with fund-rais. 
ing ability. There are, of course, sub- 
stantial differences between the types 
of organization. Some are completely 
dependent on annual contributions as a 
source of income, while others charge 
fees for at least a portion of the services 
rendered. Some receive a major por- 
tion of their income from endowments 
and restricted gifts, and in many cases 
fees plus endowment are such that 
there is very little dependence on public 
contributions. These differences between 
the organizations might very well jus- 
tify some differences of principles of 
accounting, but certainly not the range 
from strict cash-basis to strict accrual- 
basis as has been proposed and used. 

In the opinion of the author, the ar- 
guments generally set forth for the de- 
partures from accrual-basis accounting 
are not sufficient to justify the use of 
the methods proposed. Some departure 
may be justified, but a fundamental an- 
alysis of the purposes of accounting 
and reporting for nonprofit institutions 
should be the basis for establishing 
common principles of accounting for 
such institutions. 


Formulating Accounting Principles 

The most appropriate approach to 
formulation of standards or principles 
of accounting for nonprofit institutions 
would be to determine the type of in- 
formation that would best meet the 
needs of interested persons and then 
determine what is necessary to provide 
this information. The fact that current 
practice does not measure up to the 
necessary level should not be a deterrent 
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to the formulation of acceptable stand- 
ards. Paton and Littleton state: 

The standards of accounting, like those of 
any other field of human endeavor, should be 
in accord with the accepted hallmarks of clear 
thinking. Thus accounting standards should 
be orderly, systematic, coherent; they should 
be in harmony with observable, objective con- 
ditions; they should be impersonal and im- 
partial. At the same time it should be noted 
that a formulated standard may not always 
conform with generally accepted practice. The 
latter is like a statistical mean in the midst 
of surrounding data; the former may often be 


a guide to the gradual improvement of .. . 


accounting practices and a against 


which to measure variations.!9 


gauge 


In formulating principles it is en- 
tirely appropriate to discard the never- 
stated but sometimes apparent reason- 
ing that accounting for cash received 
and disbursed is probably the best that 
can be expected from many organiza- 
tions and therefore to set a standard too 
high will negative any chance for attain- 
ment. A much more constructive pro- 
cedure would be to determine what is 
best in view of the overall objectives of 
accounting and reporting and then to 
work towards raising the level of prac- 
tice to conform to the principle. 


A Statement of Purpose 


Under the above-stated criterion it 
is not appropriate to say that any 
method of accounting acceptable to the 
accountant choosing it produces state- 
ments “in conformity with generally 
accepted accounting principles.” This 
is not to say that no variations to meet 
the needs of the specific situation would 
be acceptable but rather that direct op- 
posites could not both be acceptable. 
Kither the cash basis or the accrual 
basis is acceptable; not both, unless 


19W. A. Paton and A. C. Littleton, op. cit., 


°0 Tbid., p. 1. 


the situation is such that they both pro- 
duce essentially the same results. Either 
capitalization and depreciation of assets 
or immediate charge-off is acceptable; 
not both. 

The purpose of accounting for profit- 
seeking enterprises has been stated as 
follows: 

The purpose of accounting is to furnish fi- 
nancial data concerning a business enterprise. 
compiled and presented to meet the needs of 
management, investors, and the public.?® 


A paraphrase of this statement of 
purpose would seem appropriate for the 
nonprofit institution. “The purpose of 
accounting for a nonprofit institution is 
to furnish financial data concerning the 
institution, compiled and presented to 
meet the needs of management, the con- 
tributors and the public.” The essential 
consideration then is to determine the 
type of financial data that will best serve 
the needs of management, the contri- 
butor and the public. Is this need best 
served by data which fail to account for 
income until actually received; which 
exclude all items of cost except those 
for which cash is expended in the cur- 
rent year; which fail to report “costs of 
services and benefits to be received in 
the future”*! as assets? We need first 
to agree as to who needs information, 
what they need to know about the in- 
stitution and then what accounting prin- 
ciples would best meet these needs. 


The General Public 

If a nonprofit institution is to enlist 
public support and if the public is to 
be protected against fraudulent insti- 
tutions, it should be informed of the 
program and achievements of the insti- 
tution. The social usefulness of ac- 
counting for profit-seeking enterprises 


pe G: 


*1From a definition of assets by D. H. MacKenzie, “The Fundamentals of Accounting,” 


Macmillan Company, New York, 1956, p. 32. 
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reaches its peak in income determina- 
tion, as indicated by Paton and Little- 
ton: 

The social importance of accounting is there- 
‘ore clear, especially in relation to the income 
statement, since dependable information about 
earning power can be an important aid to the 
flow of capital into capable hands and away 
from unneeded industries.? 


In nonprofit institutions the purpose 
of income determination is not present. 
Since the function of a nonprofit insti- 
tution is to perform a necessary service 
rather than produce a profit, a deter- 
mination of profit could not be a useful 
guide in the allocation of economic 
resources. Nonetheless, statements show- 
ing the utilization of the economic re- 
sources available to the _ institution 
could be very valuable to the public. 
An enlightened public could determine 
whether the service could 
better be rendered in some other way. 
To provide the proper enlightenment 
would require not only a statement of 


necessary 


the utilization of economic resources 
but also statistical and other information 
as to what was accomplished by the 
utilization of these resources. 

If the report is to provide useful 
information to the public, an appropri- 
ate functional classification of expenses 
is essential. This is especially important 
for social service institutions which 
are carrying on a number of activities 
and at the same time utilizing resources 
to raise additional funds and administer 
the funds being used. It constitutes a 
breach of accounting responsibility to 
fail to give the public information which 
enables them to evaluate the efficiency 
of the organization in applying the 
resources to the service ob- 
Functional allocation of joint 


available 
jective. 
22 Op. cit., p. 3. 


23 Social Services Committee of the Los 
CPAs, op. cit., pp. 29-32. 


24 Louis Englander, op. cit., pp. 19-31. 
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cost is difficult even under ideal con- 
ditions. It is more difficult under con. 
ditions where the accounting records 
are maintained on a part-time basis by 
persons whose primary interest and 
training are in other areas. Despite 
this difficulty, every effort should be 
made to establish a generally accepted 
basis for determining functional alloca- 
tion. The publications, “Statement of 
Accounting Principles for Social Service 
Organizations’”* and “Accounting Prin- 
ciples and Procedures of Philanthropic 
Institutions,”** both attempt to establish 
uniform criteria for functional alloca- 
tion. Further work in this area under 
the sponsorship of professional societies 
should produce an authoritative state- 
ment of generally accepted principles. 


Disclosure of All Resources 

What principles of accounting will 
provide the public with the most useful 
In the opinion of the 
nor 


information? 
author neither the 
the “modified accrual basis” provide 
the most useful information. The pii- 
mary statement should be one reporting 
on the “operating stewardship” of the 
resources entrusted to the organjzation 
and a report on the sources of the re- 
sources. This should include all the 
economic resources used during the 
period under review without regard to 
the period in which the resources were 
acquired. To report on all the resources 
utilized during the period requires full 
accrual accounting with expenditures 
for prepaid items, and fixed assets being 
accounted for in the period of use rather 
than the period of purchase. Failure to 
account on this basis would negative the 
usefulness of statistical or other infor- 
mation about services rendered, would 


“cash basis” 


Angeles Chapter of the California Society of 
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make any comparison between periods 
meaningless. and would prevent any use- 
ful comparison between institutions. To 
charge capital expenditures to expense 
in the year of purchase presents an in- 
surmountable problem in any attempt at 
functional classification; it is impossible 
to allocate to service or other functions 
in many because a forecast of 
total ultimate use cannot be made, but 
‘capital 
resources 


cases 
to charge to a special category ‘ 
expenditures” means that 
utilized are never accounted for on a 
function basis. 

It is encouraging to note that current 
writers on the subject are recommending 
the use of depreciation accounting in the 
reports submitted to the public. Mike- 
sell, discussing the educational plant 
of an educational institution states: 

Even though it is not desired to fund the 
depreciation charge, it is still possible to re- 
cord it in the current fund, to be added as a 
cost of operation, thus providing a more com- 
plete statement of all costs going into serving 
the institution’s primary function.*5 


Hylton, 


governmental fixed assets, states: 


discussing accounting for 


. any persistent tendency of one adminis- 
tration to coast along on the expenditures of 
its predecessor should be known. More than 
one new administration has found itself in 
trouble because the preceding elective officials 
had allowed the physical equipment of the 
government to deteriorate. The information 
s not supplied by the reports now prepared 
by governmental units, nor in most cases can 
it be determined if it is desired.26 
Pye, discussing accounting for hos- 
pitals and other nonprofit institutions, 
states: 
It is believed that an amortization technique 
for allocating cost of capital expenditures to 
the periods in which such services are utilized 
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would result in a better measurement of the 
burden of each period.?7 


A Proposal of Reporting Methods 


In a nonprofit institution the costs 
are not incurred for the purpose of 
generating revenue. Resources are made 
available to the institution by contri- 
butors because of the worthiness of 
the service objective. This absence of 
the profit motive and the predominance 
of the service motive should be em- 
phasized in the report by listing re- 
sources used first, followed by a listing 
of the sources of revenue. 


Reporting on revenue of the institu- 
tion should show the sources of the 
revenue. Gross revenue should be re- 
ported with any expenditure from the 
revenue over which the organization 
has direct or indirect control, being 
clearly indicated and properly classified 
with other fund-raising cost incurred. 
To report revenue net of commissions 
paid to professional fund raisers or 
cost incurred by the organization and 
its fund-raising groups, is to deny the 
public essential information. 

In reporting to the public there is 
need for simplified readable reports of 
activity. A casual glance at the report 
of a governmental unit, a hospital, a 
university or any other nonprofit or- 
ganization will show that this need is 
not being met. To the accountant many 
of these reports are incomprehensible 
but to the lay public they are pure 
None of the techniques of 
compressing and simplifying data which 
have been successfully used in report- 
ing on farflung industrial organiza- 
tions, has been applied to nonprofit 


nonsense. 


25 R. M. Mikesell, “Governmental Accounting,” Revised Edition, p. 543. 


*6 Delmar P. Hylton, “Needed: More Informative and Understandable Financial State- 
ments from Governmental Units,” Tue Accountinc Review, January 1957, p. 54. 


*7 Malcolm L. Pye, “Income Determination and the Non-Profit Institution,” THe Accounrt- 


ING Review, October 1957, p. 619. 
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institution Intricate, detailed 


reports showing interrelations between 


reports. 


various elements of the organization 
are necessary for management control 
hut are of no real significance to the 
public. A comprehensive activity re- 
port that transcends the fund structure, 
thus giving the reader an overall view 
of the activities of the organization, 
would much more nearly fulfill the 
social responsibility of accounting. 

A balance sheet is of less importance 
to the public than the activity report. 
This position of secondary importance 
is agreed upon as appropriate for the 
commercial enterprise where analysis 
of working capital, asset structure, debt- 
paying ability, proportion of equity 
capital, ete., are important to the anal- 
yst. In the nonprofit organization these 
analyses are usually of little signifi- 
cance; nevertheless, a statement show- 
ing the resources currently available to 
the organization, the obligations out- 
standing and any contractual or legal 
restrictions on the use of the resources, 
would be of value. It seems that a 
statement transcending the fund struc- 
ture and showing restrictions on use 
of resources in the “equities” section 
would be of maximum value. To show 
only cash and cash items on such a 
report would not be suitable. It should 
include all the resources available to 
the institution, including — realizable 
value of pledges, unused service poten- 
tial of prepaid expenses and fixed as- 
sets as well as the cash, receivables 
and investments normally shown. This 
would inform the public of all the re- 
which management is 
exercising stewardship rather than just 


sources over 
the cash. 


The Contributing Public 


It is generally assumed that the con- 


tributor to a nonprofit organization 


would be interested in more detailed 
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information than the general public, 
There are, however, at least two groups 
within the classification of contributing 
public who would have interests iden. 
tical to those of the general public. 
One of these is the taxpayer who “con- 
tributes” to the public-supported insti. 
tution through his tax payment. The 
other is the direct contributor who 
makes a contribution because of social 
or business civic pride 
rather than on the basis of analyzing 
the relative merits of the many _ insti- 
tutions. The relative magnitude of this 
direct. “contributions by default” is 
determined by the organizational abil- 
ity of the fund-raising group, the “big 


pressure or 


names” associated with the drive, the 
catchiness of the slogan, ete.. rather 
than by the merit of the service objec: 
tive or the efficiency of management 
in directing the use of the resources to 
the service objective. For both these 
groups it is essential that information 
be made available on the same basis 
as discussed above for the general pub- 
lic. Furnishing these groups with un- 
derstandable information regarding the 
total resources received and used, ap- 
propriately classified under agreed prin- 
ciples of functional allocation, is nec- 
essary to fulfill the social responsibility 
of accounting for nonprofit organization. 

The contributor who takes a more 
active interest in the affairs of the in- 
should have available addi- 
group. will 


stitution 
tional information. This 
probably be closely associated with the 
management so that the information 
furnished to management and_ control 
eroups would probably come into his 
hands or could be made available to 
him with a minimum of effort and cost. 
There is possibly a group of contribu- 
tors who are not associated with man- 
agement or control groups and yet 
make contributions on the basis of the 
implied promises set forth in a budget. 
If such a group exists, a report should 
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be made available comparing the actual 
results with the budget. This implies, 
of course, that the principles of report- 
ing would conform to the principles 
used in creating the budget. 


Control Groups, Management and 
Others 


The control groups have the funda- 
mental responsibility of establishing the 
broad objectives of the institution and 
ascertaining that management achieves 
these objectives within the framework 
of the budget and various other limi- 
tations and restrictions — established. 
Budget accounting, with separate fund 
entities for various restricted funds, is 
the method 
groups to discharge their responsibility 
of control. The position of “appropria- 
tion” accounting as the best method 


normally used by these 


for control is now being challenged, 
but a discussion of this question is 
beyond the scope of this paper. 
Assuming that appropriation budget 
accounting is best for establishing unit 
responsibility, does it necessarily follow 
that management and the control group 
information 
utilized in 
performing the service function? There 
is considerable evidence to support the 
that information of this type 
would be quite valuable to these groups 
in discharging their overall responsi- 


should not have concern- 


ing all of the resources 


view 


bility. Concerning unit cost studies for 
educational institutions, it is said: 


If properly conducted, cost studies should 
be of value in the internal administration of 
educational institutions. The determination of 
costs may well be considered one of the first 


steps in a complete analysis of the adminis- 
trative and financial practices within an insti- 
tution. Variations in costs between depart- 
ments of instruction, schools and colleges, cur- 
riculums, and levels of student achievement, 
or variations in costs for the institution as a 
whole over a period of years, should lead at 
once to a further examination of the factors 
that determine costs. . . . Unit-cost studies, 
furthermore, may be of value in determining 
the rates of student fees, in preparation of the 
budget, in educational surveys, in the accredit- 
ation of educational institutions, and in the 
determination of desirable reorganization 
within an institution or within systems of 
higher education.28 


The authors of this publication in- 
dicated that it could be useful to in- 
clude resources utilized in the determi- 
nation of costs by sayin 


gs: 
institutions the determination of 
accrued economic costs will be of value. Eco- 
nomic costs include interest on the funds in- 
vested in the land, plant, and permanent 
equipment, and depreciation of the building 


and permanent equipment.?? 


In these 


Regarding the question of the type 
of information that should be provided 
by government accounting, Kohler and 
Wright state: 


But as government grows in size and com- 
plexity, additional administrative controls must 
be applied. Controlling a/l the elements of 
costs has now become an accepted function of 
management so that comparisons may be 
made with other operating units or with the 
same unit for preceding periods. Depreciation 
expense need not be funded, nor need any 
appropriation be made. It should be recog- 
nized, particularly in internal reporting, where- 
ever its inclusion has the effect of providing 
useful management information.®° 

Assuming that appropriation budget 
accounting is best for establishing unit 
responsibility, does this preclude the 


“8 This was first printed in 1935 under the title, “Financial Reports for Colleges and Uni- 


Versities,” 


by the University of Chicago Press, p. 177. 


It was given added importance and its 


current applicability was emphasized by the fact that it was reissued in 1955 under the auspices 
of the American Council of Education, and entitled “Computation of Unit Costs.” 


29 Tbid., p. 89. 


30 Eric L. Kohler and Howard W. Wright, 


tice-Hall, Inc., 1956, pp. 50-51. 
1958 


“Accounting in the Federal Government,” Pren- 
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possibility of furnishing data on another 
basis? Businesses establish departmen- 
tal cash budgets and use reports com- 
paring actual results with the budget; 
they are required to report to the gov- 
ernment for tax purposes and to the 
SEC for control purposes on a_ basis 
sometimes quite different from that used 
for reporting to management and 
others, but this did not preclude estab- 
lishing principles of accounting which 
furnish information most 
useful to the recipient. The same should 
be applicable to principles of account- 
ing for nonprofit organizations. These 
principles should be developed to pro- 
duce information most valuable to those 
to whom the accountant is ultimately 
responsible, with reports to others being 


presumably 


prepared as necessary to fit the specific 
need. 

Whether the same principles should 
apply to all nonprofit institutions would 
be determined by whether the ultimate 
responsibility of accounting is the same. 
It is conceivable that accounting is pri- 
marily responsible to one group for a 
social service organization and to quite 
a different group for an educational 
institution and possibly another group 
with quite different needs for a hospital. 
If this is true, the principles of ac- 
counting should differ according to the 
type of institution and the needs of 
persons to whom accounting is pri- 
marily responsible. The author sub- 
mits that. for any institution receiving 
any significant portion of its revenue 
from the public by voluntary or forced 
contribution, the primary responsibility 
of accounting is to that public. Further, 
that this responsibility would be best 
discharged by a report of the operating 
stewardship of management taking into 
account all of the economic resources 
made available and utilized during the 
accounting period rather than one ac- 
counting only for cash received and 
disbursed. 
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Summary 


Much-needed attention is now being 
directed to formulating accounting prin- 
ciples for nonprofit institutions. This 
attention will probably be intensified 
by the publication of Statement on 
Auditing Procedure No. 28 by the 
AICPA’s Committee on Auditing Pro- 
cedure, referring specifically to non- 
profit institution reports. There is a 
wide variety of principles used in ae- 
counting for nonprofit institutions and 
substantial differences of principle be- 
tween the major authoritative publica- 
tions in the field. The major questions 
to which our attention should be di- 
rected are two. First, is there sufficient 
justification for the major departures 
from the principles established for pro- 
fit-seeking enterprises? Second, is there 
sufficient justification for the differences 
between types of nonprofit institutions? 


The accounting profession — should 
take the initiative in establishing appro- 
priate principles and_ then strive to 
improve the level of practice to conform 
to the principles. The position of the 
accountant between the producer of ac- 
counting information and the user of 
that informaiion makes him peculiarly 
suited for the role of deciding how the 
best interests of the user can be served. 
This is his primary responsibility in 
formulating principles of accounting. 

The arguments generally set forth to 
justify the methods of accounting pro- 
pored for nonprofit institutions do nol, 
in the author’s opinion, justify the de- 
parture from accrual-basis accounting. 
There is even less justification for the 
contentions that absolute opposites are 
both acceptable, i.é., to say that both 
depreciation accounting and _ direct 
charge-off are both acceptable for iden- 
tical institutions. The argument that 
the goal of accounting is reporting on 
stewardship does not justify the depar- 
ture from the accrual basis unless stew- 
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ardship ends when cash is converted 
into another form of service potential. 
The absence of the profit motive does 


counting responsibility needs funda- 
mentally different information. For 
institutions which receive a significant 


‘ing 
rin- not justify a failure to report the re- portion of their revenue from the public 
his sources utilized and how these resources the major accounting responsibility is 
fied were provided, when such information to that public. The information most 
on | would be of value. The fact that a valuable to the public would be a report 
the \ budget and budget report are useful does on the operating stewardship of the 
ro. | not justify the contention that this is economic resources utilized by the in- 
on- | the only information that should be © stitution. This report should show a 
sa provided. This is particularly true in proper breakdown between the resources 
ac: | any situation where the user of the in- used in carrying out the various service 
and | formation knew nothing of the budget. functions of the organization, those 
be- | There might be some justification for used in administering the program, and 
ica establishing different principles of ac- those used in the attempt to raise funds. 
ons counting for nonprofit institutions which With this information presented in un- 
di- are fundamentally different in nature, derstandable form, an enlightened pub- 
ent but this can be established only if the lic would have a basis for evaluating 
res sroup to whom we have ultimate ac- the accomplishments of management. 
TO- 
ere 
ices 
ns? ssiccti 
wuld 
ye The Development of Accounting Principles 

O 
_ No one can understand the significance of “generally accepted account- 

he ing principles” without realizing that, like the common law, they develop by 

a the evolutionary process—and their development will probably never be 

completed. 

of What is happening, in fact, is a never-ending search for better and 
urly more refined methods of reporting the truth about the finarcial affairs of 

the corporations. But these affairs grow more and more complex, the truth 
ed. is not clear and simple, and as a. matter of fact there is no ultimate truth 

in in the practical affairs of man. As George O. May once said, “Accounting 
ng. | can rise no higher in the scale of certainty than the events which it reflects.” 
. to In this search for improved methods there are bound to be differences 
ro- of opinion, at any given moment of time, as to which method among two 
ae or more alternatives, all supportable in theory and in logic, would yield the 

re result most useful to all concerned. Experience alone reveals which one is 
Silt superior, and that method eventually becomes generally adopted. Mean- 
ea while, however, there are variations in practice. 

= Marquis G. Eaton, “Financial Reporting in a Changing Society” 
oth (An address delivered before the Illinois Society of CPAs), June 1957 
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The Disposal of Real Property 


By Jack Scuuosser, C.P.A. 





The disposal of real property,’ at any 
lime and under any circumstances, is a 
transaction fraught with significant tax 
considerations. When the property in 
question is owned by a corporation at 
the time of sale, the tax problems be- 
come even more complex. This article 
is devoted to the rather restricted situa- 
tion of how one disposes of real property 
owned by a corporation. 


Sale of Property by Corporation 


By far, the simplest method would 
call for the sale of the property by the 


corporation. Certainly the formalities 





Jack ScuHLosser, C.P.A., is a member 
of our Society's Committee on Federal 
Taxation and a partner in the firm of 
Eisner & Lubin, Certified Public Ac- 
countants. 


This article is an expanded and formal 
adaptation of a paper presented by the 
author at the December 9, 1957 techni- 
cal meeting sponsored jointly by our 
Society's Committees on Federal Taxa- 
tion and on Real Estate Accounting. 
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After a review of the advantages and disadvantages of the alterna- 
tives in methods of disposing of real property, the author suggests 
the need for a modification of the 12-month-liquidation provisions 
of the Code. By making available the installment basis of report- 
ing gain, this modification would enable the seller to achieve the 
tax result of a sale of stock coupled with the simple administrative 
process of corporate sale of property. 


and legal problems involved in_ the 
passage of title are at a minimum ina 
direct corporate sale. Subject only to 
restrictions imposed by state law or cor- 
porate charters, problems with dissident 
stockholders are most easily overcome 
when the corporation does the selling. 
Taxwise, the consequences of this pro- 
cedure are quite simple and obvious: 

1. If the property is sold at a loss, 
we have a fully deductible loss which 
can also be carried back and forward.’ 

2. li the property is sold at a gain 
and has been held for more than six 
months, said gain would be taxable as a 
long-term capital gain.” 

3. If the qualifying requirements are 
satisfied,* the corporation may elect to 
report on the installment basis. 

While all of these factors are to the 
good, there is one serious defect in the 
resultant picture. If the stockholders 
want to eliminate the corporation to gel 
at its underlying assets and, more pat- 
ticularly, at the proceeds of sale, we find 
that they can do so on a_ permanent 
basis in either of two ways—by deelar- 
ing a dividend or liquidating the corpo 


ration. The former will result in an 
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ordinary income tax; the latter will give 
rise to a capital gains tax. In either 
case, this represents a double tax on 
the same transaction, a consequence to 
be avoided wherever possible. 

Does this mean that the foregoing 
simple procedure of having the corpo- 
ration sell the property is never feas- 
ible? I would hardly think so. A corpo- 
rate sale followed by complete liquida- 
tion does, in fact, result in a double 
capital gains tax, first to the corporation 
and then to the stockholders. This yields 
an effective rate of tax on the gain of 
44 per cent. Suppose the corporation in 
question purchased its real property and 
held it for 18 months. Its stockholders 
receive a fabulous offer for the prop- 
erty, one which they feel cannot be 
ignored or deferred. The corporation is 
“collapsible” under Section 341 IRC; 
its stockholders are in the 80 per cent 
bracket. Any gain realized by the stock- 
holders, which avoids a corporate sale, 
whether by sale of the stock or liquida- 
tion, would result in ordinary income at 
exorbitant rates. The 44 per cent tax 
involved in the corporate sale and liqui- 
dation route may, in such circum- 
stances, be the cheapest way out of the 
dilemma. 

Furthermore, there is a_ possibility 
that the second tax on liquidation may 
be deferred; that the corporation can 
retain its existence and reinvest its funds 
in new property. The subsequent death 
of the stockholder may eliminate the 
second tax on liquidation. The stock- 
holders may have available substantial 
capital losses from other transactions 
which would otherwise go to waste. 
Such losses could negate the gain on 
liquidation, thereby eliminating the dou- 
ble tax curse. 

All of these factors and undoubtedly 
others may make the foregoing basic 
procedure entirely practicable in  cer- 
tain given situations. But generally 
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speaking, it may safely be concluded 
that taxpayers will avoid corporate sales 
because of the double tax problem. 


Sale of Stock and Problems of Basis 


If we accept the premise that the 
corporate sale of property is not practi- 
cable taxwise, then we must conclude 
that the simpler procedure is to have the 
individual shareholders sell the stock of 
the real estate corporation instead of 
attempting to sell the property. If the 
stock has been held for more than 6 
months, a long-term capital gain will 
result provided the corporation is not 
“collapsible” under Section 341, IRC.‘ 
Again, the installment method of report- 
ing gain can be made available. 

Prior to the 1954 Code, buyers of 
corporate stock were faced with severe 
problems of basis. If a corporation pur- 
chased the stock of the real estate corpo- 
ration and liquidated to get a stepped-up 
basis, there was a definite danger that 
said liquidation would be deemed a Sec- 
tion 112(b) (6) liquidation of a wholly 
owned subsidiary. The buyer’s basis 
would then be the same as in the hands 
of the transferor corporation. Only 
through litigation could this view be 
overcome.® If the buyers were indi- 
viduals, then liquidation would yield the 
stepped-up basis without difficulty un- 
less said individuals desired to avoid 
operating the property in their own 
names and conveyed the property after 
liquidation to a new corporation. Here 
the government could and did step in to 
rule that the purchase, liquidation and 
conveyance were all interdependent steps 
in a plan of reorganization,® and hence 
the ultimate corporate owner of the 
property would end up with the same 
basis as in the hands of the original 
owner. 

All this has largely been alleviated 
by Section 334(b) (2) of the 1954 Code 
which provides substantially that a cor- 
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poration purchasing the stock of another 
corporation may liquidate said corpora- 
tion and receive its property with a 
basis predicated upon the cost of the 
stock and not based upon the cost of the 
property in the hands of the old corpo- 
ration.” 

Despite the elimination of the basis 
problem for corporate purchasers of 
stock and the basic simplicity of a sale 
of stock transaction, it is a mechanism 
which is infrequently adopted. Rarely 
will purchasers be permitted by their 
attorneys to follow this path. They are 
concerned with possibilities of liability 
for taxes and other debts of the liqui- 
dated corporation, liabilities which are 
not known, disclosed or discussed at the 
date of sale. They are frightened by the 
seeming complexities of Section 334 
(b) (2). They know exactly where they 
stand when they buy property; they are 
not that certain as soon as stock becomes 
involved. As a result, we must move 
on to the next possible procedure. 


Liquidation of Corporation 

Prior to the 1951 Code, it was gen- 
erally understood that one first attempted 
to sell the stock of a corporation owning 
realty in order to preserve the single 
tax status. Where this failed, there 
could be only one alternative — first 
liquidate the corporation, then have the 
stockholders sell the property. For some 
misunderstanding 





there is a 
prevalent in some circles that this al- 


reason, 


ternative procedure is no longer feasible 
or even possible. Nothing in the 1954 
Code has affected this modus operandi.® 
The tax consequences are still clear: 

1. If the corporation is not “collapsi- 
ble” and its stock has been held for 
more than 6 months, the liquidation will 
produce a long-term capital gain. 

2. On the subsequent sale of prop- 
erty, there will be little or no gain, since 
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the basis of the property in the hands 
of the stockholders is determined by 
reference to its fair market value at date 
of liquidation. 


3. Since the gain is on the liquida- 
tion and not on the sale, the installment 
method is not at all available (a serious 
financial defect of this procedure). 

A number of questions have been 
raised in connection with this method. 
Will Section 1239'° be applicable to 
liquidations of this type so as to convert 
the resultant gain into ordinary income? 
It is clear that Section 1239 concerns 
itself only with the transferor’s gain. 
In the case of corporate liquidations, 
the gain on the exchange of property 
with which we are herein concerned is 
incurred only by the transferee. Hence 
Section 1239 cannot defeat the capital 
gain status of the resultant profit. 

Section 267 disallows the deduction 
of losses on sales between certain re- 
lated taxpayers. A sale or exchange of 
property between an individual and his 
controlled corporation is covered by this 
restriction. If the liquidation of our 
real estate corporation produced a loss, 
would the stockholders lose its tax bene- 
fit because of Section 267? The answer 
is directly reflected in the Code™ which 
states that “losses in cases of distribu- 
tions in corporate liquidations” are nol 
covered by Section 267. 

Can the Treasury Department still at- 
tack the liquidation and subsequent sale 
as a sham disguising the true transac- 
tion, namely a corporate sale of prop- 
erty? There is no protection against 
this attack to be found directly in the 
statutes. However, the many court deci- 
sions'* on the subject make it quite 
clear that the taxpayer can generally 
prevail if he is careful and makes quite 
certain that the corporation, as such, 
participates in no negotiations; that all 
contracts and correspondence are in the 


names of the stockholders; that the 
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stockholders convey title and receive the 
consideration, etc. 

While it is true that this procedure 
avoids the double tax, it has one serious 
defect—the taxable gain arises on the 
liquidation and not on the subsequent 
sale of the property. This makes it vir- 
tually impossible to liquidate unless a 
sale is certain. But how can one be 
certain of a sale if it is not negotiated ? 
If the sale is negotiated prior to the 
liquidation, we become susceptible to 
attack by the Treasury Department on 
the grounds that the sale is, in fact, 
made by the corporation and not by the 
shareholders. This dilemma is further 
intensified by the fact that the entire 
tax is due on the liquidation although 
the subsequent sale may call for pay- 
ments over a period of years.’* Given 
a particular set of circumstances, the 
liquidation of the property-owning cor- 
poration under the provisions of IRC 
Section 333 may represent a solution to 
all of these problems. 


A Possible Composite Solution 

The unique circumstances required 
are the absence or minimization of avail- 
able surplus, cash and securities acquired 
after December 31. 1953; the modus 
operandi is the distribution of all of the 
corporate assets in liquidation within 
one calendar month pursuant to a proper 
Section 333 election;'+ the tax conse- 
quences for an individual shareholder™® 
are quite specific: 

l. First. the gain is determined (ex- 
cess of market value of property received 
over the basis of the corporate stock). 

2. The next step is to measure the 
portion of the gain to be recognized and 
the nature of its taxability: 

(a) To the extent of the sharehold- 
er’s share of accumulated earnings at 
date of distribution—ordinary income 
(dividend) ;16 ’ 
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(b) To the extent of the sharehold- 
ers share of the excess of the corpo- 
ration’s cash and post-December 31, 
1953 securities over the accumulated 
earnings—capital gain; 

(c) The balance of the gain—un- 


recognized, 

It is obvious from the foregoing that 
if the property-owning corporation has 
a deficit in earnings and can eliminate 
its cash and securities,'* this liquidation 
would, in effect, represent a tax-free dis- 
tribution of the corporate property to 
its shareholders. The basis of the prop- 
erty acquired would be predicated upon 
the basis of the corporate stock in their 
hands increased by any gain recognized 
and decreased by any cash received.'® 
The holding period of the property 
would not be determined from the date 
of the liquidation but would relate back 
to the holding period of the stock. 

Once the shareholders have undergone 
a one-month liquidation under Section 
333, they may then negotiate directly 
for the sale of the real 
ceived in said liquidation as though they 
were the owners thereof from the date 
they acquired the corporate stock. Any 
resultant gain on the sale of the property 
would be taxed as a long-term capital 
gain if the property were thus deemed 
owned for more than 6 months. The 
installment method may be made avail- 
able. Presumably, the — shareholders 
might have to face the same Treasury 
attack, as in the case of taxable liquida- 
tions, as to whether the sale was in 
reality a corporate sale. As previously 
indicated, the dangers under this on- 
slaught can be overcome by careful 
planning to make certain that there are 
no negotiations. memoranda 
tracts in the corporate name. 


property re- 


or con- 


State Tax and Other Factors 
There are certain factors relative to 


this procedure which warrant noting. 
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It is not available to a collapsible cor- 
poration taxable under the provisions of 
Section 341(a). Thus, a Section 333 
liquidation cannot be elected without a 
careful analysis of the corporation’s 
status under the “collapsible” statute 
(IRC Section 341). New York State 
income tax law no longer contains a 
provision equivalent to Section 333. 
Therefore, while a liquidation may be 
partially or entirely tax-free for Federal 
tax purposes, it would be fully taxable 
for state purposes. We not only end up 
with different tax results on liquidation, 
but thereafter, the shareholders will have 
differing tax bases, varying depreciation 
calculations, and dissimilar results on 
sale of the property. Note also that the 
2 per cent distribution tax under the 
New York franchise tax law is applicable 
to all liquidations of real estate corpo- 
rations including those effectuated under 
Section 333. In most instances, these 
latter state tax factors will not affect any 
decisions as to whether or not to employ 
Section 333. 
brought to the attention of the taxpayer 


However, if they are not 


at the proper time, they can prove to be 
causes of embarrassment to the practi- 
tioner when the taxpayer is confronted 
with these tax bills for payment. 

Where it is applicable, Section 333 
generally proves itself to be a superior 
tax procedure. It defers tax from date 
of liquidation to date of sale and per- 
mits the installment method of report- 
ing gain. Unfortunately, as previously 
indicated, Section 333 is available only 
in special situations. In the majority of 
instances nowadays, there is generally 
a substantial surplus available which 
would tend to make Section 333 im- 
practicable. Under such circumstances, 
what other procedures are available? At 
this time, we turn to the now famous 


Section 337 of the 1954 Code. 
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Complete Liquidation Within 
12-Month Period 


Simply stated, Section 337 permits a 
corporation to sell its property and dis. 
tribute the proceeds in liquidation with. 
out imposing the previously described 
double tax. Since we have concluded 
that the simplest procedure, administra- 
tionwise, is to have the corporation sell 
the property, we must also conclude that 
Section 337 therefore presents a most 
satisfactory procedural patiern to fol- 
low. The property may be sold by the 
corporation provided that it is sold pur. 
suant to a plan of complete liquidation. 
The corporation will not be taxed on any 
gain from such sales provided all of the 
assets are distributed in liquidation to 
the shareholders within 12 months of 
the adoption of the plan of complete 
liquidation. 

Since Section 337 is a relief provision, 
it is imperative that all of its terms are 
lived up to to the smallest iota. For exam- 
ple, when the law provides that all of 
the assets must be distributed within 12 
months, it means exactly that. The only 
assets which can be retained by the 
corporation past the indicated period 
are those assets required to meet corpo- 
rate debts, both actual or reasonably 
anticipated. When the law says 12 
months, it does not mean 12 months and 
one hour. The law does not, but the 
regulations do, provide that the adop- 
tion of a plan of liquidation must be 
evidenced by corporate minutes. It is 
strongly suggested that such minutes be 
prepared in every situation so as to 
avoid any discussion as to whether the 
sale was, in fact, pursuant to a plan of 
liquidation. The Code provides that a 
Form 966 must be filed within 30 days 
of the adoption of any corporate resolw- 
tion of liquidation.'® This is true re 
gardless of whether the liquidation is 
under Section 337 or any other section 
of the Code. Carelessness with regard 
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to the filing of this Form 966 may not 
have important consequences elsewhere 
but, where Section 337 is involved, it is 
very important that this form be timely 
filed so as to help evidence the fact that 
a plan of liquidation has, in fact, been 
adopted and when it was adopted. 

Once the Section 337 procedure has 
heen adopted and pursued, the tax con- 
sequences are clear. As previously in- 
dicated, the corporation is not taxed on 
any gain resulting from the sale of 
property : the stockholders are, of course, 
taxed on the liquidation. If they have 
held the corporate stock for more than 
6 months, long-term capital gain will 
result. However, since the tax is not on 
the sale of the 
liquidation, the installment method of 


property but on the 


reporting income is not available. This, 
incidentally, is a serious defect of this 
procedure and severely limits the relief 
presumably intended by Section 337. 

As in the case of one-month liquida- 
tions under Section 333, “collapsible” 
corporations may not elect the Section 
337 route. If such a corporation inad- 
vertently elects to follow this procedure, 
the double tax would ensue. Generally 
speaking, when a corporation purchases 
or constructs a piece of real estate, it 
can escape the curse of “collapsibility” 
by waiting three years. Can it elect Sec- 
tion 337 after this 3-year hiatus? The 
answer is, strangely enough, “yes” and 
“no.” If the real property was_pur- 
chased, “yes.” If the property was con- 
structed by the corporation, the answer 
is, probably “no.” 

The reason for this is the fact that 
Section 337 is denied to corporations 
that are “collapsible” by definition. Cor- 
porations that construct depreciable real 
estate are “collapsible” without regard to 
time. For such corporations, the penal- 
ties of “collapsibility” may be removed 
after three years but not its definitional 
status. Only if it can be established that 
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such a corporation has realized a sub- 
stantial portion of the net income from 
the property prior to the sale or liquida- 
tion does it lose this status. Only then 
can it elect Section 337. No one knows 
with certainty what is “substantial” for 
these purposes. At one time, the Treas- 
ury Department held that “substantial” 
means 50 per cent of the combined total 
of the operating income and profit on 
sale. Now it is maintained that such a 
formula approach will not be followed. 
Instead, each situation will have to be 
reviewed on an individual basis.*° Suf- 
fice it to say that if the property-owning 
corporation has built its real property, 
or owns it with a tax basis related back 
to a corporation that built the property, 
great care must be exercised before 
electing Section 337.7! Either a prior 
ruling should be secured permitting it 
to make such an election, or, in the 
alternative, liquidation prior to the sale 
of the property should be considered. 

The exclusion of gain from Federal 
income tax under Section 337, insofar 
as the selling and liquidation corpora- 
tion is concerned, is similarly applied 
for New York State business franchise 
tax purposes. If the corporation is taxed 
by New York State as a real estate 
corporation, then the taxability or non- 
taxability of the gain on corporate sale 
is academic; the 2 per cent tax on dis- 
tributed surplus is applicable to a Sec- 
tion 337 liquidation in exactly the same 
fashion and to the same extent as in a 
straight taxable liquidation. 


A Review of Alternatives 


If one reviews each of the alternatives 
available in this given situation, one 
becomes markedly aware that each has 
its disadvantages as well as its advan- 
tages. The one mechanism which seems 
to offer the most benefits to the seller is 
apparently the sale of stock. It is simple 
to effectuate; it avoids any double tax 


421 








The Disposal of Real Property 


possibilities; it readily permits the in- 
stallment method of reporting income. 
Unfortunately, it is frowned upon by 
most buyers. As a consequence, most 
sellers will find themselves faced with 
the predicament of selecting one pro- 
cedure from among the others heretofore 
described. The method ultimately se- 
lected will depend upon the peculiar cir- 
cumstances of the transaction at hand, 
In many instances, practitioners will find 
that their choice, unfortunately, will be 
based upon the principle of picking the 
least of all possible evils. It is the writ- 
er’s opinion that there will be no clear 
choice of preferred method available 
until the installment method of reporting 
gain is made a part of the Section 337 
sale and liquidation process. Then the 
sellers will have at their disposal the 
equivalent, in tax result, of the sale of 
stock coupled with the simple admini- 
strative process of the corporate sale of 


properly. 


References 


1. For purposes of this discussion, we are 
limiting our concept of real property to land 
and building improvements thereto, held for 
rental purposes or for use in the taxpayer's 
trade or business. We are not considering 
land alone because the additional complexi- 
ties involved in that type of property are sig- 
nificant enough to warrant their own and 
separate study. 

2. Section 1231, IRC. 

3. Section 453, IRC, permits the election of 
the installment method for reporting gain on 
a sale of real property when the payments 
received in the taxable year of sale do not 
exceed 30 per cent of the selling price. For 
years beginning after December 31, 1953, 
this requirement is considered satisfied if 
there are no payments in the year of sale. 
The installment method may not be applied 
to losses. 

1. We will not go into the ramifications of 
“collapsible corporations” and their tax im- 
plications. Suffice it to say that virtually no 
sale of corporate stock or corporate liquida- 
tion can be undertaken without investigating 
the status of the subject corporation under 
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Section 341, IRC. Furthermore, practitioners 
must fix unalterably in their minds the reali. 
zation that the mere purchase of a parcel of 
real estate may contaminate the corporate 
buyer with the illness of “collapsibility” for 
the next 3 years. 

5. Kimbell-Diamond Milling Co., 187 F (2d) 
718, 51-1 USTC Para. 9201 (CA-5) affg. 14 
TC 74, cert. den. 

6. Section 112(g) (1) (D), 1939 Code. 

7. For Section 334(b) (2) to be applicable: 

(a) At least 80 per cent of the voting 
and other common stocks of the corporation 
owning the property must be acquired by 
the purchasing corporation. 

(b) The above stock may be acquired at 
one time or periodically but, if the latter, 
it must all be acquired within a 12-month 
span, 

(c) The acquisition means a taxable pur- 
chase; it precludes tax-free exchanges or 
reorganization where substituted bases pre- 
vail. 

(d) The acquisition must be from an un- 
related party whose ownership of said stock 
will not be attributed to the buying corpo- 
ration under Section 318(a). 

(e) The liquidation must be pursuant to 
a plan of liquidation adopted not more than 
2 years after the acquisition of the stock. 
8. Unless it is the extension of the deiini- 

tion of “collapsible” or Section 341 assets to 
include purchased real estate held for less 
than 3 years, which of course will affect ad- 
versely liquidations as well as sales ‘of stock 
in applicable cases. 

9. Section 334(a), IRC. 

10. Section 1239, IRC, provides in sub- 
stance that in the case of a sale or exchange, 
directly or indirectly, of depreciable property 
between an individual and a controlled corpo- 
ration, any resultant gain to the transferor 
will be taxed as a gain from the sale or ex- 
change of a non-capital asset. For purposes 
of this section, a corporation is considered 
“controlled” if the individual (or his spouse 
or his minor children or grandchildren or all 
combined) own more than 80 per cent in 
value of its outstanding stock. 

ll. Section 267(a) (1), IRC. 

12. U.S. v. Cumberland Public Service Co., 
338 US 451, 50-1 USTC Para. 9129; Doyle 
Hosiery Corp., 17 TC 641 (acq.); Klous, U 
TCM 357; Shagen, 11 TCM 730; Glenn V. 
Burley Tobacco (CA-6), 207 F. (2d) 779, 53-2 
USTC Para. 9593. For situations where these 
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sie precautions are not taken, see Court Holding cash and securities acquired after December 
ali: ) Cy. 324 US 331, 45-1, USTC Para. 9215. 31, 1953. 
- 13. It is true that the valuation of the prop- 16. Subject to dividend credit and exclu- 
yo erty on liquidation may give effect to the dis- sions (Sections 34 and 116, IRC). 
counted value of the installment obligation 17. Presumably by the payment of debts 
2d) received on the subeoquent “ie The is only and by the prepayment of expenses if neces- 
an amelioration of the problem; it is not the sary 
ii equivalent of the installment method. Further- ae fe ; 
\ more, the realization of the discount may give 18, Section 334(c), IRC. 
rise to ordinary income which would represent 19. Section 6043, IRC. 
es)  asevere penalty for merely deferring the pay- 20. Regs. Sec. 1.341-5. 
‘ing ment of a portion: of: the tox, 21. The same problem does not exist inso- 
ion 14. The technical requirements for initiat- 4, as Section 333 is concerned. The one- 
by ing and executing this type of liquidation are month liquidation election is not available to 
explicitly set forth in the Regulations cover- corporation whose liquidation or stock sale 
| at ing Section 333, IRC. would be taxed under Section 341(a). If a 
ler, | 15. As far as a corporate shareholder is corporation owns property (that it built) for 
nth concerned, the gain is recognized as a capital 3 years or more, Section 341(d) eliminates 
sain to the extent of the larger of the follow- the effect of Section 341(a); hence it can 
yur: ing two amounts: elect under Section 333. Since that same cor- 
or (a) Shareholder’s portion of accumulated poration is still “collapsible” by definition 
pre- earnings at date of distribution; under Section 341(b), it cannot elect Section 
(b) Shareholder’s portion of corporation’s 337. 
un- 
ock 
“po- 2 5 
to Management Advisory Services 
han 
: CPAs, in having the privilege of close association with the business 
affairs of their clients, have a responsibility to these clients to offer opinions 
gee and advice in respect to problems confronting management. Accounting, 
ae by its very nature, reveals weak spots in a business. What can be more 
ad- logical then, when the figures disclose situations in need of correction, for 
ock us to suggest ways and means of making the correction—if such ways and 
means are within the range of our knowledge and experience. There are 
very few instances when an audit can be made without having the need for 
i changes and additions to the accounting procedures prominently stand out. 
ae \s time goes by clients will increasingly look for these additional services. 
ty The members of any profession have a responsibility to their fellow 
po members to help raise the standing of the profession in the eyes of the pub- 
ror lic. Management services is one means of carrying out this responsibility. 
ex: We are well aware of the view which some businessmen and other laymen 
7 still hold of the accountant, that is, the picture of a bookkeeper who records 
sat the figures historically and has little to say about what the figures mean 
‘al and how they can be used in decision making. Although this situation has 
a improved over the years, there is still a long way to go. The CPA has an 
excellent opportunity to convince businessmen that the accountant has a 
basic place in decision making. 
00 James A. Downes, “The CPA’s 
yle Responsibility in Management Services,” 
1] Tue CPA News Butietin (Maryland), May 1958 
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A Society Communication 


The Disclaimer and Reporting Standards 


Pursuant to the recommendation of our Society's Board of 
Directors, a formal communication was sent on April 28, 1958 
to the members of the Society, on the subject of the disclaimer 
and applicable reporting standards. This communication, which 
consists of a letter from President Leonard Price, together with an 
accompanying excerpt from the Codification of Statements on 
Auditing Procedure and seven illustrative disclaimers, is being 
reprinted in this magazine to provide a permanent reference for 
the benefit of our membership and readers. 


The President's Letter 
to the Membership 


April 28, 1958 
Dear Member: 

The American Institute of Certified 
Public Accountants has adopted the fol- 
lowing new rule of professional conduct 
which is based on Standard of Report- 
ing No. 4 of Generally Accepted Audit- 
ing Standards: 

Rule 19—A member shall not permit his 
name to be associated with statements pur- 
porting to show financial position or results 
of operations in such a manner as to imply 
that he is acting as an independent public 
accountant unless he shall: (1) express an 
unqualified opinion, or (2) express a quali- 
fied opinion, or (3) disclaim an opinion on 
the statements taken as a whole and indicate 
clearly his reasons therefor or (4) when un- 
audited financial statements are presented on 
his stationery without his comments, disclose 
prominently on each page of the financial 
statements that they were not audited. 

Of particular significance is item 
(3)—dealing with disclaimer of an 
opinion on the statements taken as a 
whole. This subject had its genesis in 
Statement on Auditing Procedure No. 
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23 originally issued by the Institute 
Committee on Auditing Procedure in 
December, 1947, and revised in Decem- 
ber, 1949. The substance of this state- 
ment was incorporated in the Codi- 
fication of Statements on Auditing 
Procedure issued by the Institute in 


1951. 


The principles set forth in Statement 
No. 23 were adopted by the members 
of our Society by a mail ballot during 
April, 1953. In view of the current 
action being taken by the Institute it 
would appear to be timely for our 
Society to take this formal step in com- 
municating with our members on this 
matter in the interest of continuing pro- 
fessional education. We believe that the 
growth of our profession depends in 
large measure upon universal adher- 
ence to its high standards. We urge all 
members, therefore, to become thor- 
oughly familiar with the requirements 
as to disclaimer of an opinion. The 
pertinent portions of the Codification 
are enclosed herewith. 


There is no standard form of dis 
claimer and none is contemplated. How- 
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The Disclaimer and Reporting Standards 


ever, there are also enclosed herewith 
seven illustrative disclaimers. The first 
five are illustrative of the 
which may be employed where the de- 
nial of an opinion results from a lim- 
ited scope of examination. If the dis- 
claimer is based upon exceptions as to 
accounting principles, the wording would 
be modified, as appropriate in the indi- 
vidual circumstance, but would likewise 
include a positive statement that the 
CPA is not in a position to express an 
opinion on the financial statements as 
a whole, together with clear disclosure 


wording 


of the reasons therefor. 

The disclaimer may be expanded to 
include detailed comments as to the 
financial statements and scope of exam- 
ination. To the extent the scope of his 
examination and the findings thereof 
justify, the CPA, in the words of the 
Codification, “may also comment fur- 
ther as to compliance of the statements 
with generally accepted accounting 
principles in respects other than those 
which require the denial of an opinion 
on the over-all fairness of the financial 
statements.” The last two disclaimers 
illustrate such further comments. 

The following item from the Codif- 
cation also warrants repetition: “. . . 
when financial statements prepared 
without audit are presented on the ac- 
countant’s stationery without comment 
by the accountant, a warning, such as 
Prepared from the Books Without Au- 
dit, appearing prominently on 
page of the financial statements is con- 
sidered sufficient.” 


each 


We shall welcome from the members 
any questions regarding the foregoing; 
our Committee on Auditing Procedure 
will be happy to respond to these 
inquiries, 


Sincerely, 


LEONARD PRICE 
President 


1958 


Excerpt from Codification of 
Statements on Auditing 
Procedure 


(DEALING WITH CLARIFICATION OF 
REPORT WHEN OPINION IS OMITTED) 


The presentation of financial state- 
ments on the stationery or in a report 
of an independent certified public ac- 
countant without a definitive expression 
clearly indicating the representations he 
is making as to their fairness tends to 
create uncertainties in the minds of 
those who do not have special informa- 
tion regarding the preparation of the 
financial statements. In such 
these third parties have no basis for 
determining what inferences are war- 
ranted by the association of his name 
with the financial statements and may 
place undue reliance upon them. 


cases, 


Illustrative of the practices which fre- 
quently give rise to such uncertainties 
are the following: 

(a) The presentation of financial 
statements on the stationery of the in- 
dependent certified public accountant 
without comment, opinion or signature; 
or with the assertion that the statements 
are “for management purposes only.” 


(b) The omission of an expression 
of opinion or of a specific disclaimer 
of an opinion in a report of an inde- 
pendent certified public accountant in 
which financial statements and com- 
ments on the scope of the audit are 
included. 


In the first case it is not clear 
whether, by his silence, the accountant 
intends to express unequivocal satisfac- 
tion with the financial statements or 
whether he intends to disclaim any 
opinion at all. The assertion that the 
statements are “for management pur- 
poses only” leaves the reader in doubt 
as to whether it indicates a limitation 
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on the examination, 
whether it merely designates the form 
in which fully-approved statements are 
presented, or whether it has some other 
significance. In the second case his pro- 
cedures are described but it is not clear 
whether or not those procedures were 
sufficient to permit the expression of 


scope of the 


an opinion. 


Since the independent certified pub- 
lic accountant cannot effectively control 
the use to which financial statements 
accompanied by his name may be put, 
the adoption of practices which will 
minimize the possibilities of uncertain- 
ties and misinterpretations by third 
parties is obviously in the interest of 
all concerned and should aid in the 
avoidance of embarrassment and dam- 
age to the profession. Whenever, there- 
fore, financial statements appear on the 
stationery or in a report of an inde- 
pendent certified public accountant, 
there should be a clear-cut indication 
of the character of the examination, if 
any made by him in relation to the 
statements, and either an expression of 
opinion regarding the statements taken 
as a whole, or an assertion to the effect 
that such an opinion cannot be ex- 
pressed. When he is unable to express 
an over-all opinion, the reasons there- 
for should be stated. When he considers 
it appropriate to comment further re- 
garding compliance of the statements 
with generally accepted accounting 
principles in respects other than those 
which require the denial of an opinion 
on the fairness of the statements taken 
as a whole he should be careful to indi- 
cate clearly the limitations of such com- 
ments to individual items in the finan- 
cial statements. 

The following formal statement  re- 
flecting these views was approved by 
the membership at the annual meeting 


of November, 1949: 
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“The independent certified public ac. 
countant should not express the opinion 
that financial statements present fairly 
the position of the company and the 
results of its operations, in conformity 
with generally accepted accounting prin- 
ciples, when his exceptions are such as 
to negative the opinion, or when the 
examination has been less in scope than 
he considers necessary to express an 
opinion on the statements taken as a 
whole. In such circumstances, the in- 
dependent certified public accountant 
should state that he is not in a position 
to express an opinion on the financial 
statements taken as a whole and should 
indicate clearly his reasons therefor. 
To the extent the scope of his examina- 
tion and the finding thereof justify, he 
may also comment further as to com- 
pliance of the statements with generally 
accepted accounting principles in re- 
spects other than those which require 
the denial of an opinion on the over-all 
fairness of the financial statements. The 
purpose of these assertions by the ac- 
countant is to indicate clearly the degree 
of responsibility he is taking. 


“Whenever the accountant permits 
his name to be associated with finan- 
cial statements, he should determine 
whether in the particular circumstances. 
it is proper for him to (1) express an 
unqualified opinion, or (2) express a 
qualified opinion, or (3) disclaim an 
opinion on the statements taken as a 
whole. Thus, when an unqualified opin- 
ion cannot be expressed, the accountant 
must weigh the qualifications or excep- 
tions to determine their significance. If 
they are not such as to negative the 
opinion, a properly qualified opinion 
would be satisfactory; if they are such 
as to negative an opinion on the state- 
ments taken as a whole he should clearly 
disclaim such an opinion. His conclu- 
sions in this respect should be stated 
in writing either in an informal man- 
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The Disclaimer and Reporting Standards 


ner, as in a letter of transmittal bound 
with the financial statements, or in the 
more conventional short-form or long- 
form report. However, when financial 
statements prepared without audit are 
presented on the accountant’s stationery 
without comment by the accountant, a 
warning, such as Prepared from the 
Books Without Audit, appearing prom- 
inently on each page of the financial 
statements is considered sufficient. 

“It is not contemplated that the dis- 
claimer of an opinion should assume a 
standardized form. Any 
which clearly states that an opinion has 
been withheld and gives the reasons 
why would be suitable for this purpose. 
However, it is not considered sufficient 
to state merely that certain auditing 
procedures were omitted, or that cer- 
tain departures from generally accepted 
accounting principles were noted, with- 
out explaining their effect upon the ac- 
countant’s opinion regarding the state- 
ments taken as a whole. It is incumbent 
upon the accountant, upon the 
reader of his report, to evaluate these 
matters as they affect the significance 
of his examination and the fairness of 
the financial statements.” 


expression 


not 


Illustrative Disclaimers 


EXAMPLE 1 

We submit herewith financial state- 
ments of XYZ Company for the three 
months ended March 31, 195——. Under 
the terms of our engagement, certain 
phases of our annual examinations are 
conducted on an interim basis through- 
out the year but it is only at the close 
of the company’s fiscal year, December 
31, that our examination is sufficient in 
scope to permit us to express an opin- 
ion on the financial statements of the 
company. We are not, therefore, in a 
position to express an opinion on the 
accompanying financial statements. 
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EXAMPLE 2 

We have analyzed the accounts of 
the XYZ Company for the year for the 
purpose of obtaining information for 
the preparation of its annual federal 
income tax returns. As an incident to 
that analysis, we compiled the accom- 
panying balance sheet as of December 
31, 195, and the statements of in- 
come and surplus for the year then 
ended. 

These statements have not been au- 
dited by us and the groupings and clas- 
sifications are based on the titles of the 
respective book accounts. We are ac- 
cordingly not in a position to express 
an opinion regarding the statements. 


EXAMPLE 3 

We have examined the balance sheet 
of XYZ Company as of December 31, 
105—. and the related statements of 
income and of earned surplus for the 
year then ended. Except as stated in 
the succeeding paragraph, our examina- 
tion was made in accordance with gen- 
erally accepted auditing standards, and 
accordingly included such tests of the 
accounting records and such other au- 
diting procedures as we considered nec- 
essary in the circumstances. 

The scope of our examination did not 
include the generally accepted auditing 
procedures of communicating with debt- 
ors to confirm accounts receivable jal- 
ances and of observing and testing the 
methods used in determining inventory 
quantities and prices. 

Because of the foregoing limitations, 
the scope of our examination was inad- 
equate to permit us to express an opin- 
ion on the accompanying financial state- 
ments as a whole. 


EXAMPLE 4 
We have not made an examination of 
the financial statements of the XYZ 


Company since the date of our last ex- 
amination (December 31, 195__). The 
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attached statements have been prepared 
from the books and records of the com- 
pany without audit by us for use by the 
management. Under the circumstances 
we are unable to express an opinion on 
the financial statements. 


EXAMPLE 5 

In accordance with the terms of our 
engagement, we did not follow the gen- 
erally accepted auditing procedures of 
communicating with debtors to confirm 
accounts receivable balances and of ob- 
serving the methods used by ycur em- 
ployees in determining inventory quan- 
tities. Because of these limitations, the 
scope of our examination was not sufl- 
cient to permit us to express an opinion 
on the accompanying financial state- 
ments taken as a whole. 


EXAMPLE 6 

We have examined the balance sheet 
of XYZ Company as at December 31, 
195, and the related statements of 
income and retained earnings for the 
year then ended. Our examination was 
made in accordance with generally ac- 
cepted auditing standards, and accord- 
ingly included such tests of the account- 
ing records and such other auditing 
procedures as we considered necessary 
in the circumstances; except that at the 
request of management our examination 
of the inventories did not include phys- 
ical test of quantities and we did not 
request direct confirmation of accounts 
receivable from debtors. 

By reason of the limitation of the 
scope of our examination as to inven- 
tories and accounts receivable, we are 
not in a position to express an opinion 
as to the over-all fairness of the accom- 
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panying balance sheet as at December 
31, 195—— or of the related siatements 
of income and retained earnings for the 
year then ended. In other respects, ap. 
propriate auditing procedures were ap. 
plied and the statements have otherwise 
been prepared in accordance with gen- 
erally accepted accounting _ principles 
applied on a basis consistent with that 
of the preceding year. 


EXAMPLE 7 

We have examined the balance sheet 
of ABC Company as of December 3], 
195, and the related statements of in- 
come and of earned surplus for the 
year then ended. Our examination was 
made in accordance with generally ac- 
cepted auditing standards, and accord- 
ingly included such tests of the account- 
ing records and such other auditing 
procedures as we considered necessary 
in the circumstances, except as stated 
in the succeeding paragraph. 


The scope of our examination did 
not include the generally accepted au- 
diting procedures of communicating 
with debtors to confirm accounts re- 
ceivable balances and of observing and 
testing the methods used in determining 
inventory quantities and _ prices. 

Because of the foregoing limitations, 
the scope of our examination was inad- 
equate to permit us to express an opin- 
ion on the accompanying financial state- 
ments as a whole. However, except for 
items that might be affected by failure 
to confirm receivables and _ observe 
physical inventories, the financial state- 
ments are presented in conformity with 
generally accepted accounting  princi- 
ples applied on a basis consistent with 
that of the preceding year. 
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Accounting Aspects of 
| Arrangement Proceedings 


By Harris LEVIN 


In a proceeding under Chapter XI of the Bankruptcy Act, also 
known as an arrangement proceeding, the services of the CPA 
are invaluable to the attorney. This article presents an attorney’s 
view of the character of these services. 


No accountant likes to think of any 
of his clients becoming insolvent. How- 
ever, when the thought becomes an 
actuality, it is important that the ac- 
countant know the part he can play in 
the successful rehabilitation of his cli- 
ent. Chapter XI of the Bankruptcy Act 
provides an expeditious and sound pro- 
cedure for putting a client back on his 
feet and giving him a second oppor- 
tunity to continue his business. In this 
endeavor there is teamwork that is nec- 
essary between the accountant and the 
lawyer. The procedure and the direc- 
tion are the lawyer’s job, but the basic 
facts and an insight into the business 





Harris Levin is @ member of the New 
York Bar and a partner in the firm of 
Levin & Weintraub, Counselors at Law. 
Mr. Levin is a frequent contributor to 
professional journals. 


This article has been adapted by the 
author from a paper presented by him 
at the November 19, 1957 technical 
meeting sponsored by our Society’s 
Committee on Insolvency and Bank- 
ruptcy Procedures. 
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itself must come from the accountant. 
This article deals with the working re- 
lationship between the attorney and the 
CPA where the mutual client finds that 
he must avail himself of Chapter XI 
of the Bankruptcy Act, which is also 
known as an arrangement proceeding. 


The Pre-Filing Stage 

The first step in the proceeding may 
be informally referred to as the pre- 
filing stage. The client is aware of the 
fact that he cannot continue his opera- 
tions profitably, and that he cannot meet 
his obligations as they mature. With this 
realization in mind, it now becomes nec- 
essary to consult an attorney. At this pre- 
liminary conference between the attorney 
and the client it is of extreme import- 
ance that the accountant be present. 
The attorney will want to see the latest 
balance sheet, a profit and loss state- 
ment and a list of creditors. A discus- 
sion will take place as to the reasons for 
the insolvent condition and what can be 
done to again put the debtor on a sound 
basis. The balance sheet and the value 
of each of the assets therein contained 
will be discussed. The nature and extent 
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of the liabilities and whether they 
secured, unsecured, contingent or 
liquidated (i.e. where the amount 
been precisely determined), 


prepared also to explain the reasons for 
the losses in operation and how these 
losses can be eliminated and thus _per- 
mit the debtor to operate at a_ profit, 
upon a Chapter XI proceeding being 
filed. 


It must be understood that the filing 
of a Chapter XI proceeding freezes all 
the obligations of the debtor, including 
taxes, but that the debtor avails itself 
in its operation of all of its assets with- 
out the necessity of paying any of its 
old obligations, until such time as a 
plan is confirmed. This does not in- 
clude secured creditors, such as chattel 
mortgagses and conditional vendors, 
who cannot be affected by an arrange- 
ment proceeding. However, by negotia- 
tion with the such 
obligations as are secured are generally 


secured creditors. 


extended over a longer period of time. 

The idea, therefore, of this pre-filing 
conference is not only to provide the 
attorney with the necessary data which 
he will need for the purpose of filing a 
Chapter XI proceeding, but also to ac- 
quaint him with the background and 
history of the business so that he can 
meet with and intelligently discuss these 
facts with the creditors and the com- 
mittee which will ultimately be formed, 
as well as present these facts to the 
court. 

At the conference a discussion will be 
held regarding the past history of the 
debtor and questions such as the follow- 
ing will be raised. Has a financial state- 
ment been issued to the trade? What 
is the nature of the statement? Can it 
be substantiated? Have there been any 
preferential transfers or transfers of 
property outside the regular course of 
business? Additional information deal- 
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ing with the activities of the debtor are 
also discussed, so that the attorney may 
be cognizant of some of the problems 
which may arise in the course of the 
proceeding. 


At this preliminary conference, a de. 
cision may be reached to institute a pro. 
ceeding under Chapter XI. It is then 
necessary for all parties to act quickly 
because generally a tax lien may be 
impending or a judgment sale or fore- 
closure of a mortgage may be imminent. 
It is therefore important that the ac- 
countant know in advance what work he 
will be called upon to perform on behalf 
of his client in order to enable the at- 
torney to commence the proceeding with 
the utmost dispatch. 


Three Categories of Accounting 
Service 


We have just discussed some of the 
preliminary data attorney 
would require from an accountant at the 
so-called pre-filing meeting. However. 
the work of the for the 
debtor can be divided into three cate- 
gories. The first consists of data which 
he must supply to the attorney for the 
debtor in order to properly draw the 
schedules, statement of affairs and other 
papers which are necessary to initiate 
the Chapter XI proceeding. The second 
consists of an operating statement of the 
debtor in possession which must be filed 
with the court not later than the 15th 
day of each month, setting forth a sum- 
mary of the operations of the business 
during the preceding month. The third 
consists of his advice and suggestions 
which assist the debtor and the attorney 
for the debtor in formulating a plan of 
arrangement that will be feasible and 
enable the debtor to carry on its busi- 
ness successfully after confirmation and 
at the same time meet with the approval 
of the creditors. 


which an 


accountant 
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Accounting Data Relative 


to the Petition 


Let us return now to the matter of 
the information which the accountant 
must supply the attorney in order to 
enable him to commence the Chapter XI 
proceeding. We briefly discussed this 
previously at the pre-filing conference. It 
may be that this information is supplied 
at that conference or, if it is not then 
available, at a subsequent conference. 
Since the petition for an arrangement, as 
indicated, must usually be filed quickly 
to avoid the possibility of damaging legal 
proceedings, the first concern is with the 
debtor’s books. Rarely at this crucial 
moment are they up to date. This poses 
a serious problem because with every 
petition under Chapter XI the debtor 
must file schedules of its assets and 
liabilities. These schedules consist of a 
host of detailed information regarding 
the debtor’s assets and liabilities and a 
correct statement of the amount due 
each creditor, secured, unsecured, con- 
tingent and unliquidated. Likewise, a 
statement of affairs must be filed there- 
after. This statement of affairs, which 
should not be confused with the tradi- 
tional accounting statement of affairs, 
consists of a series of 15 questions which 
must be answered under oath, dealing 
as its name indicates, with salient ques- 
tions in connection with the debtor’s 
past operations. In addition, a_ state- 
ment of execulory contracts must be 
filed. The information required for the 
executory contracts includes data in con- 
nection with the leasehold, the name 
and address of the landlord and the 
extent of the lease. Furthermore, there 
may be salesmen’s contracts or other 
contracts for work, labor and _ services 
which must likewise be set forth. In 
the administration of the estate, it may 
be necessary to affirm or reject these 
contracts. The accountant’s advice in 
connection with these contracts very 
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often develops valuable information as 
to the procedure to be adopted. 

Obviously, this information cannot be 
accumulated within the space of a few 
days, especially when the debtor’s books 
are not up to date. It is therefore im- 
portant to bear in mind that the peti- 
tion for arrangement, pursuant to an 
order of the court, may be filed without 
schedules, without the statement of 
affairs and without the statement of 
executory contracts. The court, under 
these circumstances, will generally al- 
low an extension of ten days. This 
period may be extended for cause shown 
later on. However, even though the 
schedules, statement of affairs, and state- 
ment of executory contracts are not 
filed with the petition, it is required 
that there be included in the petition 
a list of creditors containing names and 
addresses, without amounts, and a sum- 
mary of the assets and liabilities as of 
the latest date available. 


Affidavit as to Projected Operations 

In addition, in the Southern and 
Eastern Districts of New York, an affi- 
davit is required by court rules. Basi- 
cally this affidavit contains facts which 
will show the court that the debtor in 
possession of its property can operate 
the business at a profit. This affidavit 
must set forth, among other things, such 
information as generally is within the 
purview of an accountant’s activities. A 
projected statement of operations for 
the thirty days succeeding the filing of 
the petition is its most important feature. 
This includes a break-down to show the 
salaries paid and proposed to be paid 
to the officers who are employed by 
the debtor in possession, the amount of 
the weekly payroll, the other items of 
overhead, a list of the ten largest cred- 
itors, a statement of pending litigation 
or levies upon the property of the debtor 
and cogent reasons why it is in the best 
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interests of the creditors that the debtor 
be continued in the operation of its 
business. This generally means a show- 
ing that creditors would profit to a 
sreater extent from a plan of arrange- 
ment than they would from a liquida- 
tion of the debtor. The skill with which 
the attorney can present a live picture 
to the court is based upon the informa- 
tion supplied by the accountant. At this 
initial stage it is extremely important 
to show such facts which will enable the 
debtor in possession to continue its 
operations and will likewise be effective 
salaries for the 


in fixing reasonable 


principals. 


Supporting Schedules 


Let us assume that we have now ar- 
rived at the stage where the petition has 
been filed without schedules or a state- 
ment of affairs, or even executory con- 
tracts. Some of the initial problems of 
getting the debtor in possession into 
operation have been overcome and the 
more exacting and punctilious process 
of working on the schedules and the 
statement of affairs has now begun. It 
must be remembered that schedules are 
sworn statements of the debtor’s assets 
and liabilities as of the date of the filing 
of the petition under Chapter XI. and, 
except in partnership proceedings, con- 
sist of Schedules A-1 to A-5. which are 
a complete statement of liabilities. and 
Schedules B-1 to B-6, which consist of 
a complete statement of the debtor’s 
assets. 

Omission of the name of a creditor 
or an incorrect listing of a creditor may 
result in this creditor not receiving 
notice of the proceeding. and, conse- 
quently, his claim may not be discharged 
upon confirmation of the plan of ar- 
rangement. An of material 
facts may constitute a false statement or 
a concealment resulting in disastrous 


omission 
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consequences to the debtor. We cannot 
overemphasize the necessity for com. 
pleteness and accuracy in presenting this 
information. These schedules are, jn 
effect, a balance sheet of the debtor's 
assets and liabilities broken down in de. 
tail. The submission of the data to the 
attorney does not vary much from the 
basic information which an accountant 
develops in preparing his own balance 
sheet with supporting schedules. 


Priority Claims 


However, there are certain questions 
of law that arise in the preparation of 
some of the schedules, and it is in the 
preparation of some of these more 
troublesome schedules that the account- 
ant must have a working knowledge. 


Schedule A, as we indicated, consists 
of five parts which are denominated | 
to 5 and are drawn to contain all the 
liabilities of the debtor. Thus. Schedule 
A-1 consists of all priority claims, such 
as wages and taxes which are the most 
familiar. This requires a listing of the 
names and addresses of every wage 
earner to whom there is owing salary 
or vacation pay at the time the petition 


is filed. 


Insofar as the taxes are concerned, it 
requires a separate listing of each taxing 
authority. The Director of Internal 
Revenue should be listed at the office 
where the debtor’s returns have been 
previously made and a break-down of 
the taxes due him should be indicated. 
Since penalties are not provable in a 
bankruptcy or debtor proceeding, these 
should be excluded. Other taxing au- 
thorities. such as State Franchise, De- 
partment of Labor, Division of Employ: 
ment and New York City Sales and 
Business taxes must be listed with the 
amount due, and the address of the 
particular agency. 
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Secured Creditors 


Schedule A-2 consists of secured cred- 
itors. A mortgagee, a conditional vendor, 
a factor holding assignments of ac- 
counts receivable or any party holding 
a deposit is a secured creditor. The 
names and addresses of the secured 
creditors must be indicated, and a de- 
scription of the security held by the 
creditor must be noted, as well as the 
present value, which is generally depre- 
ciated cost, and the amount due and 
owing to each secured creditor. For 
example, debtor has an automobile 
which cost him $4,000. There is a 
chattel mortgage on the automobile, held 
by a bank to which there is due $2,500. 
The depreciated cost of the automobile 
is $3,000. The schedule will thus con- 
tain the name and address of the bank, 
the depreciated cost or value of the 
automobile which is $3,000 and the bal- 
ance due on the mortgage, which is 
$2,500. 

It may be of interest in discussing 
secured creditors to remember that if 
an officer of a corporation has endorsed 
a note, or guaranteed payment of an 
account, this does not make the creditor 
a secured creditor. The creditor must 
be holding the property of the debtor 
and not the property of a third party. 
In other words, the creditor can enforce 
no greater right against the corporate 
property because he holds an endorsed 
note or guarantee, than he would with- 
out such endorsed note or guarantee. 
This does not make him secured. 


Unsecured Creditors 

We come now to Schedule A-3. This 
schedule is generally the most volumi- 
nous and consists of a list of the un- 
secured creditors with their names and 
addresses, and the amount due to each 
creditor. Since, as we indicated above, 
failure to notify any of these creditors 
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results in the creditor’s claim remaining 
in full force and effect after confirma- 
tion, it is important that the full name 
of the creditor be presented as well as 
the correct address as indicated on the 
last invoice sent by the creditor. Fur- 
thermore, at this stage of the proceed- 
ing it is necessary that an exact amount 
be ascertained for the creditor, and that 
the books be posted so that there is no 
doubt as to the amount due and owing. 
Creditors who hold promissory notes 
are unsecured creditors exactly as those 
who have open accounts. If a creditor 
holds a promissory note and also has an 
open account, consolidate both amounts 
and list the creditor only once for the 
consolidated amount. 

A judgment creditor is an unsecured 
creditor, as is an officer or director of 
the debtor who has loaned money to the 
debtor. If the creditor’s claim is dis- 
puted, contingent, or unliquidated, do 
not ignore him. Make sure that he is 
listed and if the claim is disputed, list 
the creditor for the amount that the 
debtor claims is due and owing; if the 
debtor contends that there is nothing 
due to the creditor, list him as a zero 
creditor. 

Schedule A-4 consists of liabilities on 
notes or bills discounted which are to 
be paid by the drawers, makers, ac- 
ceptors or endorsers and Schedule A-5 
consists of those creditors to whom the 
debtor is liable on accommodation 
paper. 

Every creditor of every kind or de- 
scription, and this allows of no excep- 
tion, must be listed on Schedules A-1 to 
A-5. You now have a complete and 
comprehensive list of every creditor 
who has or may have any interest in 
connection with the estate. 


Assets of the Debtor 
We now come to the assets of the 


debtor, or Schedules B-1 to B-6. Sched- 
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ule B-1 is a statement of the real estate 
owned by the debtor. 


Schedule B-2 is more detailed and 
contains many items such as cash on 
hand, negotiable instruments and securi- 
ties, stock in trade, automobiles and 
other vehicles, machinery, fixtures and 
equipment, patents, copyrights and 
trademarks and goods or personal prop- 
erty of any other description and where 
situated, and certain other items not 
material now to our discussion. The im- 
portant feature of Schedule B-2 is the 
stock in trade, which generally is com- 
puted from an actual inventory which 
the debtor has. at cost or market, which- 
ever is lower. The figures which the 
schedules require are the totals and not 
the individual break-down. If an_ in- 
ventory is not available, then the best 
estimate available must be used and so 
indicated. The machinery, fixtures and 
equipment are not itemized, but a total 
figure is given, generally the depreci- 
ated cost or such other value as may be 
indicated, 


Schedule B-3 consists of accounts re- 
ceivable, policies of insurance, unliqui- 
dated claims of every nature and de- 
posits of money in banking institutions 
and elsewhere. For the accounts receiv- 
able, you do not have to list every ac- 
count of the debtor but should merely 
set forth the total value of the accounts 
receivable. 

The other items in Schedule B-3 are 
self-explanatory. except that the data in 
connection with the policies of insur- 
ance should contain a listing as to the 
type of policy. the amount of coverage 
and the value of the unexpired prepaid 
premium. 

Schedule B-4 deals with trust interest 
in land, personal property. stock shares 
and several other miscellaneous items. 

Schedule B-5 refers to exempt prop- 
erty and relates only to an individual 
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debtor filing a petition. In New York 
State, such exempt property would 
generally consist of household furniture. 
clothing and policies of insurance where 
there is a named beneficiary and the 
proceeds are not payable to the estate 
of the debtor. 


Schedule B-6 consists of books, pa- 
pers, deeds and writings relating to 
debtor’s business and estate. This should 
be drawn precisely. Each book should 
be indicated, as the debtor will be held 
responsible for his books and_ papers. 
Papers may be described as bills. in- 
voices. cancelled checks and _ the like. 

Schedules B-1 to B-6, therefore. must 
contain every asset of every kind and 
description which a debtor has. Taken 
all together, Schedules A and B are de- 
signed to give the court and creditors 
a complete picture without equivoca- 
tion, of all the debtor’s assets and lia. 
bilities. 


The Statement of Affairs 


We come to the statement of 
affairs. The statement of affairs is de- 
signed for the purpose of giving the 
creditors and the court, a birdseye view 
of principal items in connection with the 
debtor’s operations. As we indicated be- 
fore, this consists of 15 questions which 
have to be answered under oath. The 
salient facts to be borne in mind in con- 
nection with them, are as follows: In 
addition to requiring the date of com- 
mencement of business and where else 
and under what other name the debtor 
has operated its business, there are 
questions concerning the names and 
addresses of those who have kept and 
audited the books for the past two years. 
which must be supplied. A listing of the 
issuance of financial statements for the 
past two years is likewise to be fur 


now 


nished. Totals of the last two inven- 
tories. whether at cost or at market. 
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and under whose supervision and who 
has possession of the inventories, is an- 
other question. Miscellaneous questions 
then follow concerning the matters of 
income other than from the operation 
of the business, specification as to 
where income tax were filed. 
where bank accounts and safe deposit 
boxes maintained, whether any 
property is held in trust and if there 
were prior insolvency proceedings. 


returns 


were 


Question 10 deals with repayments of 
loans made during the year immedi- 
ately preceding the filing of the peti- 
tion. Here it is necessary to give the 
amount of the loan. when received. the 
amount and date when repaid and if the 
lender is a relative, his relationship with 
the debtor. or if he is an officer, director 
or stockholder of the debtor. The rea- 
son for these questions as to repayments 
is to ascertain whether there have been 
any preferences which may be recovered 
for the benefit of the estate. This will 
involve discussions of a related nature 
with the attorney, as to when the debtor 
In other words, at what 
time were the assets of the debtor at a 
fair valuation, less than the amount re- 
quired to pay its obligations. 


was insolvent. 


with 
or dis- 


Question 1] concerns _ itself 
that transferred 
posed of other than in the ordinary 
course of business in the year 
ing the filing of the petition. 
transfer, if made in the 
course of business, might be 


property was 
preced- 
Such a 
regular 
fraudu- 
lent. It might seriously hamper the 


not 


debtor’s activities, and is one of the 
questions which should be discussed at 
the pre-filing period with the attorney, 
so that he will be prepared for it when 
the issue is raised. 


Question 12 deals with the assignment 
of accounts receivable within the year 
previous to the filing of the petition. 
The names and addresses of the as- 
signees should be given. 
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Other questions deal with losses 
caused by fire and theft, and personal 
withdrawals which have been made by 
each of the officers, directors or man- 
aging executives of the debtor. There 
must also be set forth, the names and 
addresses of each officer, director and 
managing executive holding 25% or 
more of the issued and outstanding 
stock. 

Of course, the attorney for the debtor 
will review these questions and answers 
with the accountant and the debtor, but 
a working knowledge of what is ex- 
pected and of the purpose they serve, 
is extremely important. 


Retention of the Accountant 

We have now completed the prelimi- 
nary period prior to the filing of the 
Chapter XI petition and the work to be 
done in connection with the filing of the 
petition without We have 
obtained the detailed information needed 
to draw the schedules, statement of 
affairs and executory contracts. The ac- 
countant has been of great assistance in 
all of these fields. A practical question 
arises. How is the accountant going to 
be paid for this work? At first blush it 
would be simple to say, “in the same 
manner as before the filing of the peti- 
tion.” But the rules of the court provide 
that an accountant must be retained 
pursuant to court order before he can 
be paid. The attorney for the debtor 
in possession must, therefore, prepare a 
petition and order for the retention of 
the accountant. Facts must be shown by 
the accountant which will justify the 
payment to him of a monthly retainer. 
This will generally comprise the work 
to be done, such as preparing the profit 
and loss statement, tax returns and the 
like. There is usually no difficulty en- 
countered in having an order signed for 
the retention of the accountant for the 
debtor in possession. Some referees. 


schedules. 
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however, consider it unnecessary to ob- 
tain such an order for an accountant 
where he is performing the monthly 
services considering it as part of the 
debtor in possession’s overhead, as dif- 
fering from the work involved in mak- 
ing a general audit of the debtor’s books 
and records, for which a court order 
must be obtained at all times. 


Operations Subsequent 
to Court Order 


Assuming this order has been ob- 
tained, we are now at the point where 
the statement which we mentioned must 
be filed in duplicate on the 15th day of 
each month showing the operations of 
the preceding month. This statement 
should be on an accrual basis. It must 
be signed by an officer of the debtor and 
verified by him under oath. Generally. 
a number of copies are made and for- 
warded to the attorney for the debtor 
in possession. He will file two with the 
court and usually submit a copy to the 
chairman and counsel of the creditors’ 
committee. Of course, in most instances, 
it is impossible to take a physical in- 
ventory each month. The accountant 
must, therefore, prepare his report based 
on the sales and an estimated gross 
profit thereon. Although the rules pro- 
vide for a weekly statement of cash 
receipts and disbursements, in many in- 
stances, since there are too many trans- 
actions and the debtor in possession has 
not sufficient clerical help, an order may 
be obtained from some of the referees 
eliminating this requirement. 

What about the bills and taxes which 
come due during the period that the 
debtor in possession is operating its 
business? All bills which accrue after 
the filing of the petition are paid by 
the debtor in possession in the regu- 
lar course of its business. Taxes which 
accrued before the filing of the petition 
for arrangement are not to be paid, but 
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constitute part of the debt which will be 
incorporated in the plan. Therefore. 
when the quarterly return is made for 
the first period after the filing of the 
petition, it will be necessary to file two 
returns. One return will be for the 
period up to the date of the filing of the 
petition which will be sent to the taxing 
agency with no check but a letter of 
explanation setting forth the facts con- 
cerning the filing of the petition for 
arrangement. The other return will be 
for the remainder of the period and will 
be sent on with the required check. The 
same procedure of splitting the period 
applies also to all utility bills. However, 
when it comes to filing an income tax 
return after confirmation of a plan of 
arrangement, the split periods may be 
ignored and the periods before and after 
the filing of the petition may be merged. 


Formulating an Amended 
Plan of Arrangement 


The original plan of arrangement 
which is filed with the petition. is 
usually a stop-gap plan subject to sub- 
sequent amendment. The amended plan 
will be formulated in the course of con- 
ferences between the debtor and _ his 
representatives and the creditors’ com- 
mittee. A plan providing for a cash 
settlement does not present much of a 
problem but a plan calling for install- 
ment payments over a period of time 
cannot be promulgated unless the ac- 
countant sets up a_ projected budget. 
cash flow and balance sheet. demon- 
strating that such plan is feasible. These 
figures must be thoroughly discussed, 
analyzed and agreed upon between the 
accountant. the debtor and the attorney 
before they are submitted to the credi- 
tors’ committee for its approval. 

The question may arise as to whether 
a profit is realized by the reorganized 
debtor upon the confirmation of a plan 
which scales down the indebtedness. 
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Although such contingency may arise ments over at least a five-month period 


in an out of court settlement where, as 
a result of the scaling down of the in- 
debtedness, the debtor becomes solvent, 
it can never arise in a Chapter XI pro- 
ceeding. A provision of the Bankruptcy 
Act specifically provides that no taxable 
profit shall result from the scaling down 
of the indebtedness in a Chapter XI 
proceeding. 

In connection with making provision 
in the amended plan for payment of 
taxes owing at the time of the filing of 
the petition for arrangement. the ac- 
countant should bear in mind the pro- 
cedure followed by the office of Chief 
Counsel to the Director of Internal 
Revenue. This office will not in a Chap- 
ter XI proceeding permit any compro- 
mise of taxes owing to the Director of 
Internal Revenue, but it will permit in- 
stallment payments to be made, if good 
However, certain cardi- 
nal principles of this office must be taken 
into consideration an amended 
plan is being formulated. One is the 
dollar-for-dollar principle and the other 
is the time-limitation principle. Ac- 
cordingly, the taxing authorities must 
be paid in cash, as a down payment on 
account of taxes, a sum at least equiva- 
lent to the dollar amount being paid in 


cause is shown. 


when 


cash to unsecured creditors upon cor- 
firmation. 


An illustration will be helpful: As- 
sume the debtor owes $50,000 to the tax- 
ing authorities and $250,000 to unse- 
cured creditors. The plan provides for 
10 per cent in cash on confirmation and 
10 per cent in two quarter-annual in- 
stallments of 5 per cent each. Under 
the dollar-for-dollar rule, the least the 
taxing authorities would accept would 
be $25,000 on confirmation, since the 10 
per cent payment to creditors would 
total that amount. Under the time-limi- 
tation rule. the balance of $25.000 would 
have to be paid off in monthly install- 
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because unsecured creditors under the 
plan would have received another 10 
per cent or $25,000 during the six- 
months period after confirmation. These 
rules of the Chief Counsel’s office are 
not found in any Internal Revenue Code 
or any book of written regulations, but 
they exist just the same and the account- 
ant for the debtor will do well to bear 
them in mind when preparing the 
amended plan of arrangement. 


Conclusion 


The analysis which has just been pre- 
sented has been on the basis of dealing 
with a corporate debtor in an arrange- 
ment proceeding. In so far as an indi- 
vidual debtor is concerned, the prob- 
lems are almost similar. A partnership 
debtor presents the additional problem 
of having to set forth the assets and lia- 
bilities of the individual partners, as 
well as the partnership itself. 


Time does not permit a detailed dis- 
cussion of the accountant’s place in a 
reorganization proceeding under Chap- 
ter X. These proceedings generally 
affect much larger corporations where 
there are securities outstanding to the 
public. The work of the accountant in 
these proceedings would be in the capa- 
city as accountant for the trustee, and. 
since his client in that situation would 
be the trustee, he would be performing 
for him substantially the same services 
as he would for a debtor in possession, 
plus those services which would be re- 
quired in connection with an audit and 
investigation of the business. 


In a Chapter XI proceeding, the ac- 
countant may also have to perform 
other services such as accountant for the 
creditors’ committee, which has the right 
to retain its own accountant for the pur- 
pose of making an audit of the debtor’s 
books and records. This accountant will 
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not be compensated, however, unless the 
attorney for the debtor in possession 
obtains a court order for his retention. 
The activities of such accountant come 
more readily within the scope of the 
activities of an accountant for the trus- 
tee in bankruptcy. Our inquiry rests 
primarily with the services to be rend- 
ered by an accountant for the debtor in 
possession. 

From this general discussion of the 
part the accountant plays in a Chapter 
XI proceeding, it can readily be seen 
that the assistance of the certified public 
accountant is invaluable to the attorney. 
He not only supplies the basic data for 


the attorney, but also plays an important 
role in the process of rehabilitation of 
the client. Teamwork is necessary be. 
tween attorney, accountant and client, 
Only by their concerted action can the 
common goal which the accountant and 
attorney seek be achieved, namely, the 
confirmation of the plan of arrangement 
which gives the debtor a second oppor- 
tunity to meet the competition of the 
market place. What is equally important 
is that confirmation of the plan of ar. 
rangement leaves the accountant with a 
client which has been, perhaps. a bit 
scarred by the operation, but otherwise 
as good as new. 
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Specialties in an Accounting Practice 


Without planning and preparation there is real danger that account- 
ants and accounting firms may find themselves spreading their efforts too 
thin, with the risk of becoming jacks of all trades and masters of none. 
This risk of incompetence, if combined with unjustified self-esteem, would 
be dangerous to our profession. While a healthy self-confidence is essential 
to professional success, it should be flavored with the objective type of 
humility which recognizes the need of adequate preparation and experience 
for undertaking professional work. " 

In undertaking too many specialties. the accountant runs the risk of 
overstepping his professional field and so getting into territory for which he 
has not had the fundamental disciplines. This involves even greater haz- 
ards of finding oneself not prepared to compete with the specialists of other 
professions and subject to being regarded as an incompetent interloper. 

Correction of any tendency to spread efforts too thin is made either by 
voluntary restriction of practice to areas of competence or else by specializa- 
tion through experts within an organized firm. It is a problem of policy 
which each professional man or firm must solve, or face the loss of his 
clients’ confidence . . . 

Donacp P. Perry, “Public Accounting 
Practice and Accounting Education,” 
Harvard University, 1955 
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New York State Tax Forum 


Guest Editor—Lrto Matrersporr, C.P.A. 


Corporation Audits 

A question which arises fairly fre- 
quently is this: Has the State Corpora- 
tion Tax Bureau the right to change an 
item of income or disallow a deduction 
in a case where the Federal government 
has not first taken the initiative in this 
respect? The question seems based on 
the fact that the corporation franchise 
tax return is, practically speaking, a 
copy of the Federal income tax return 
with certain adjustments which are spe- 
cified in the law. From this, many peo- 
ple argue that it follows that unless a 
change is made by the Federal govern- 
ment, which then has to be reported to 
the state, no change may be made by 
the state. s 
to them 
examiner 
turn, he may disallow an item as not 
deductible or otherwise change the re- 
ported income even though the Federal 
government, either through failure to 
audit or after an audit, has 
allowed the item or not made the same 
adjustment. 


as a great surprise 
that 
reviews a franchise tax 


It come 


to learn when a. state 


re- 


even 





Leo Marrersporr, C.P.A., is senior 
partner of the firm of Bates, Matters- 
dorf & Allen of New York City. He 
was formerly a director of the Society 
and chairman of its Committee on New 
York State Taxation. 

Mr. Mattersdorf is a director, secretary 
and treasurer of the National Tax Asso- 
ciation. He was formerly Director of 
Tax Investigation, N. Y. State Depart- 
ment of Taxation and Finance. 
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The answer to this problem is sim- 
ple. The state has the right to make 
changes in the net income of a tax- 
payer, irrespective of what the Federal 
government does. It must be borne in 
mind that the franchise tax net income, 
or entire net income as it is known, is 
only presumably the same as Federal 
net It is not necessarily the 
same. Therefore, if a state auditor in 
reviewing a franchise tax return finds, 
let us say, that a deduction was taken 
for an which he deems not 
allowable for any reason, he may dis- 
allow it, regardless of what may have 
happened on an audit by the Federal 
government. While this situation is 
unusual, it has occurred, and questions 
with respect thereto have arisen. 


income. 


expense 


Allocation Problems 


It seems unnecessary to call the atten- 
tion of certified public accountants to 
an old maxim and that is, not to give 
an opinion about certain transactions 
without first making detailed computa- 
tions. A case in point is this: Suppose 
you have a client in the State of New 
York who has been doing business here 
for some years and has a large invest- 
ment in plant, inventories, etc., in this 
state. The payroll in the state is also 
high. The client asks you, “Would it 
pay to open a plant in another state 
which has a lower tax rate than New 

Ep. Note: For an interim period, until a 
permanent departmental editor has been 


selected, this department will be conducted 
by guest contributors. 
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York?” At first blush it might seem 
that if this is done, the difference be- 
tween the 514 per cent rate in this state 
and whatever the rate is in the other 
state would result in a saving; but it 
does not always work out that way. It 
is advisable to consider the prospective 
investment in plant in the other state, 
the method of doing business, the con- 
centration of inventories, and the prob- 
able payroll in the other state. Strangely 
enough, you may find on a detailed 
analysis that, with the allocation which 
could be obtained in the other state 
and in New York, because of the al- 
ready high investment in New York, it 
might be cheaper tax-wise to build the 
new plant in New York. The results 
obtained by using pencil and paper first 
can sometimes be very surprising. 


Exemptions 


Effective with returns for the year 
1958, an exemption of $800 will be 
permitted for any dependent attending 
an approved school or college on a full- 
time basis, irrespective of the age of 
the dependent. Until now, a dependent 
had to be over eighteen years in order 
that the person claiming the depend- 
ency credit would be entitled to the 
$800 exemption. Also it seems that a 
head of family might be able to claim 
$400 for such a dependent if the basic 
$400 is disallowed because this depend- 
the head-of- 


1S 


ent 
family status. 


responsible for 


Extensions for Income Tax Purposes 


Some people are under the impres- 
sion that if a taxpayer is abroad on 
April 15th, he automatically receives an 
extension of time for filing his New 
York return in the same manner as he 
obtains the extension for Federal tax 
purposes. This is not so. Under the 
Federal rule, there is a regulation which 
automatically grants the extension in 
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those cases; but there is no similar 
rule under the state income tax law— 
in fact, such an extension is not specif 
cally authorized by law. If a taxpayer 
is away and cannot prepare his retum, 
no matter where he is, an extension 
must be specifically requested. Section 
371 of the tax law provides: “The tax 
commission shall grant a reasonable 
extension of time for filing returns 
whenever good cause exists . . .” In 
other words, if good cause does exist, 
the tax commission must grant an ex- 
tension. Usually, being out of the coun- 
try or being away from the place where 
records are kept so that a return cannot 
be prepared, is good cause for the ob- 
taining of an extension. It is to be 
noted, however, that no extension can 
be granted for more than six months 
except in the case of taxpayers who are 
abroad, when a longer extension may 
be given. 


Basis of Securities 


Due to differences between the state 
and Federal laws, there are many cases 
where the basis of securities sold differ 
for Federal and for state purposes. For 
instance, there are instances in which 
the basis of shares of stock must be 
reduced for Federal purposes because 
of provisions in the Federal law govern- 
ing the reporting of dividend income 
where only part of the income is tax- 
able as such and where some is non- 
taxable; whereas for New York State 
purposes, all the dividend income is 
taxable as such. 


There is one area, however, where 
the same rule of difference as to basis 
would apply, but for a different reason. 
This is in the case of income from 
securities which is exempt for Federal 
income tax purposes. In those cases the 
Federal basis must be reduced where 
the securities were purchased at a pre- 
mium. In the case of New York returns 
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similar this is not necessary. In other words, There are, of course, many instances 


law— let us assume the case of a $1,000 bond where state and Federal provisions do 





specifi- of the State of New Jersey purchased not agree; but for some reason, these 
xpayer | by a taxpayer for $1,015. Let us as- are sometimes overlooked, probably be- 
return, { sume further that he holds this bond cause they do not occur very frequently. 
ension to maturity and that he purchased it J, would seem that in the case of the 
ection | subsequent to January 1, 1942. For usual ran-cftheasill difiearcs. aaah 


he tax | Federal tax purposes, the basis of the 
onable bond is $1.000, namely, cost of $1,015 
eturns | reduced by the premium of $15. For 
.”” In } New York State tax purposes the inter- 
exist, | est income on a New Jersey bond has 
an ex: | to be reported and on the maturity of 
| the bond, the basis is $1,015. 


as life insurance premiums or the de- 
ductibility of Federal excise taxes, 
many errors do not occur; but where 
a situation arises only rarely, the tend- 
ency is to copy the Federal report. One 


peti should guard against this inclination. 


where | 
-annot 
ne ob- Se ee 
to be 
n can 
10nths 
10 are 
| may The Natural Business Year 
All too often, the auditor is called upon to prepare financial statements 
for a business with a calendar year closing, which closing comes at the peak 
of annual business activity. Generally, inventories and accounts receivable 
dete are at their highest point, presenting a financial picture of maximum work- 
iti ing capital requirements. Taking an inventory at such a busy season is 
1iff tedious, and unless the procedures are very carefully organized, adjustments 
— may become necessary at a later date. Great care must be exercised in 
x For accounting for deliveries out of stock which may be billed several days 
which later. Moreover, purchases arriving during the count may be omitted or 
st be duplicated. Then too, corrections in receivables may not become evident 
cause until some time later. 
yvern- Much of the confusion of closing at such a time can be avoided by 
come selecting a natural business year. Certainly, most businesses can choose a 
; tax: fiscal year closing when employees are not on such a heavy schedule, and 
non: when selling and purchasing activities and inventories are at their low 
State point. With relatively low inventories there is less possibility of disputes 
ne is arising on valuations. And comparisons with trade standards could be of 
greater value, since nearly all industry trade associations do recommend a 
natural business cycle closing. In all likelihood, the financial statements 
vhere would present a picture which would permit a better evaluation of the 
basis business. 
ason. 
from Eart G. Putts, “The Natural Business Year,” 
deral | THe Buttetin (lowa Society of CPAs), April 1958 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


Misleading Statements in 


As our readers know. the Securities 
Act of 1933 is a disclosure statute. The 
disclosure is provided by means of a 
registration statement and a prospectus, 
each of which contains specified finan- 
cial and other information. 

The preparation of a_ registration 
statement and prospectus is a compli- 
cated, technical process. The SEC’s job 
is to examine the registration statement 
and prospectus to see that full and ac- 
curate disclosure is made of all pertinent 
information relating to the company’s 
business, its securities, its financial posi- 
tion and earnings, and the underwriting 
arrangements, so that the prospective 
investor may have a basis for deciding 
whether to purchase the securities being 
offered. Under the law it is the seller 
(not the buyer) who must beware, be- 
cause the Commission’s responsibility is 
to protect the public—not the issuer or 
the underwriters of the securities. 

The Commission endeavors to see that 
all the material facts with respect to a 
security are truthfully told and_ that 
there is no withholding of material in- 
formation. If all the facts regarding a 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC AccountTiING PRACTICE AND PRo- 
CEDURE. 


442 


Registration Statements 


security are not truthfully told in the 
registration statement, or if important 
information is omitted, the Commission 
may require the registration statement 
to be appropriately amended. If the 
amendment does not cure the deficien- 
cies, the Commission may exercise its 
“stop-order” or “refusal-order” powers 
to prevent the registration statement 
from becoming effective and the securi- 
ties from being sold until the deficien- 
cies are cured, 

The possibility which must be con- 
stantly borne in mind when engaged on 
a registration statement is that an item. 
though correctly stated, may, at the 
same time, be a half-truth and_ conse: 
quently misleading, if not coupled with 
a further explanation. An example of 
an innocent half-truth occurred in a reg: 
istration statement and was referred to 
in a recent decision of the SEC involv: 
ing a stop-order proceeding. (In the 
matter of Columbia Baking Company. 
Securities Act Release No. 3908, March 
13, 1958.) 

In its decision issued following the 
stop-order proceeding, the SEC com 
mented about a statement in the text of 
a prospectus. The statement was to the 
effect that, in a five-year period, the 
company’s sales had increased from 
$16,486,000 to $24,620,000, an increase 
of $8,134,000—or over 49 per cerl. 
There was no discussion, at this poitl 

(Continued on page 448) 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 


aspects of the administration of an accounting practice. 


Conducted by Max Brock, C.P.A. 


Aspects of the Termination 
of a Partner's Interest 


About a year ago this Editor delivered 
a paper at the Middle Atlantic States 
Accounting Conference dealing with cer- 
tain common aspects of the termination 
of a partner’s interest. Because of the 
great interest in this subject the paper 
is being reproduced in this department 
in two installments. 

Three termination prospects for mem- 
bers of accounting partnerships are in- 
for 


retirement because of disability, and 


volved, namely, retirement age, 
termination due to death. 

These provisions advisedly should be 
incorporated in all partnership agree- 
ments at the earliest possible stage. Be- 
cause of their mutuality, it may be pre- 
sumed that the arrangements will be as 
generous as existing conditions permit. 
As a firm’s practice and earnings in- 
crease, and the value of a_partner’s 





Max Biock, C.P.A. (N. Y., Pa.), is a 
jormer chairman of the Committee on 
ldministration of Accountant’s Prac- 
lice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 


& Anchin. 
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interest acquires more substantial pro- 
portions, the provisions could be modi- 
fied from time to time. If, however, 
there is no agreement with respect to 
these eventualities, and a decision must 
be reached after the event, the door is 
open for misunderstandings, inequities, 
recriminations and even litigation. 


In view of the broad scope of the 
subjects it is not practical to deal with 
them in an exhaustive manner. To some 
extent it is the author’s aim just to 
stimulate thinking and action by those 
accountant-partners who have not pro- 
tected themselves by agreement. Beyond 
that, the objective is to sketch what can 
be done merely as a guide. Retirement 
and other termination provisions must 
be “tailor-made” to fit each entity. Chap- 
ter 3 of the CPA Handbook, dealing 
with partnership 
ments, will be an aid to those who seek 


accountants” agree- 


information. 


Members of small firms may question 
the applicability of such measures to 
them. In reply, all that can be said is 
that everything is relative. A small bene- 
fit is as helpful to one accustomed to a 
modest standard of living as a large 
benefit is to one who has enjoyed a rich 
standard of living. To accountants who 
have been fortunate enough to accumu- 
late independent capital the problems of 
old age may be of no concern. But the 
majority of practitioners are probably 
not in that fortunate position. 
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Retirement Due to Age 


Some men want to die with their boots 
on; others prefer to spend their twilight 
years in places and in occupations which 
will permit indulgence in the satisfac- 
tion of their final aspirations. Still 
others prefer not to make an advance 
commitment, in the expectation that they 
will act when they are ready. Unfor- 
tunately some of the men in the last 
category will never act voluntarily; fate 
may act for them. Thus, it may be 
quite common for partners in the same 
firm to have sharply differing views on 
retirement, varying from one extreme to 
another, from mandatory retirement at a 
certain age to retirement at the option of 
each partner. 

Because of the variance in partner- 
ship compositions, sizes, nature of prac- 
lice, perpetuation planning, and other 
pertinent factors, it is doubtful whether 
one general rule could be advocated that 
might be applied without exception. 
Nevertheless, this ideal may possibly be 
universally acceptable, namely that re- 
tirement from active practice is gener- 
ally desirable after a certain age for 
the benefit of the individual partner and 
for the benefit of the firm. The indi- 
vidual benefits from the change in pace 
and activity, and the firm benefits from 
the new and the re- 
sultant advantages. 


blood infusions 


This portion of the paper is concerned 
with the advocacy of a lifetime retire- 
ment plan for partners, to be incorpo- 
rated in their agreement at the earliest 
opportunity. The adoption of such a 
policy calls for the establishment of a 
program that will assure its successful 
implementation and operation. Certain 
basics are involved. First, is the willing- 
ness to plan for the systematic admis- 
sion of new partners, from within and 
without the organization, by advance- 
ment, by merger, and by any other 
method of acquisition that will provide 
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a reservoir for the replacement of the 
retiring partners. Second, is the me. 
chanics of the retirement process which, 
most desirably, should be of a gradual 
nature and wind up with a partner being 
a consultant receiving some annual con. 
sideration for the rest of his life. 

Existing literature furnishes some 
data on retirement plans in effect, to 
wit, JOURNAL OF ACCOUNTANCY (March 
1919 and April 1957 issues), and CPA 
Handbook, Chapter 3. It is the writer's 
belief that the majority of small- and 
medium-sized partnership agreements do 
not provide for retirement for age. 
Moreover, of the plans that are in effect, 
many do not provide for lifetime bene. 
fits; rather, they call for the payment of 
the partner’s capital balance and some 
additional amount for goodwill, clients, 
or for past services. This additional 
amount commonly is equivalent to the 
earnings of the retired partner for a 
period of one to three years or to one 
year’s gross fees from clients contributed 
to the firm or supervised by him. 

Why should retirement benefits be 
paid for the remainder of a man’s life 
and how can smaller firms finance such 
a program? These two questions should 
be answered before the details of a life. 
time pension are discussed. 


Why a Lifetime Pension? 


Lifetime benefits are merely an exter: 
sion of the social welfare pattern to 
cover accounting practitioners, just a 
many corporations now provide for 
lifetime benefits for their stockholder- 
executives. Though accountants are 
eligible for social security benefits, the 
amounts to be realized are inadequate 
for maintenance of a decent standard 
of living. The average practitioner has 
not been able. because of the income tax 
burden and high living costs, to accumt 
late adequate retirement capital. A sur 
vey by the Internal Revenue Service of 
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accountants’ 1953 partnership returns 
disclosed that the average member 
earned $8,669. Therefore, any retire- 
ment benefits received from the firm 
will supplement his other income and 
perhaps suffice to make a former part- 
ner’s last years better than a tenuous 
existence. 

The payment of one or two years 
earnings as a total retirement benefit is 
not necessarily a generous gesture. It 
may be no more than a partner might 
be entitled to if he were to sell to the 
firm the clients he is leaving to it. But 
his contributions to the firm’s status and 
his years of service, 25, 30, or more, 
certainly warrant more consideration 
than the mere purchase of his clientele. 
The morale of the firm’s partners will 
certainly be higher because of the exist- 
ence of the lifetime pension plan. New 
partners and higher calibre staff men 
can be attracted by this advantageous 
prospect. These considerations have 
significance for the firm. The last factor 
to contemplate is the mutuality of the 
plan. Those who finance one group of 
retired partners will later be the bene- 
ficiaries of the plan themselves. 


How to Finance the Plan 


How can a smaller firm 
lifetime pension plan? Here are some 


finance a 


suggestions : 

1. A retirement trust fund should he 
created to which is contributed annually 
a percentage of the firm’s profits. The 
sooner the fund is started the greater 
will be the accumulation, 

2. Capital contributions by new part- 
ners might be paid, in full or in part, 
into the retirement fund. 

3. Economies effected by a partner’s 
retirement, if any, could be paid into 
the fund for a period of years. 

4. Investment of the fund may result 


in capital appreciation. 
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5. Annuities could be purchased, with 
or without life insurance, to provide the 
desired benefits, with the premiums pay- 
able by the firm. 


6. Life insurance on retired partners, 
the proceeds of which are payable to the 
retirement fund, may reimburse the 
fund for the retirement benefits paid 
to that partner. 


7. Accident and health insurance may 
help meet some emergencies for retired 
partners who continue on with the firm 
as consultants. 


8. Pending federal tax legislation, if 
enacted, should facilitate the accumula- 
tion of retirement reserves. 


It should be noted that the contribu- 
tions to the fund are out of, profits. 
Thus, the remaining partners will not be 
hard pressed to meet them. 


Terms and Mechanics of the Plan 


The following are the basic terms of 
a specimen retirement plan: 


Eligibility for Retirement: 
(a) Age—60 to 65, or 


(b) 25 or more years of service as a 
partner. 


Transition: 

(a) 5 years of declining activity, with 
scaled reductions in earnings. For ex- 
ample, one day could be cut off the 
first two years’ work week, two days 
from the third year’s work week, and 
after five years there will be no pre- 
scribed work week. 

(b) After the five-year period, the 


partner continues on as a consultant, 
or is otherwise employed by the firm. 


(c) The total annual compensation 
and profit share in the transition period 
decelerates progressively as follows: 
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Ist year 8507 of prior earnings 
2nd 15% “ i = 
3rd 65% 

Ith 59% 

5th 15% “ : 


(d) For the next five years, if the 
partner remains as a consultant: 


¢ 


Ist year 35 

2nd 30% 
3rd 25% 
Ith 20% 
5th 15% 


Thereafter, the annual pension could 
he fixed at 15 per cent indefinitely. 


Guarantees to the Retired Partner 


The partnership agreement should 
provide certain guarantees for retired 
partners, to wit: 

1. That the firm will not be dissolved 
or merged, or the practice sold, without 
regard for the interests of the partners 
on pension, 

2. That the retirement fund is not to 
be used for any purposes other than the 
payment of pensions. 

3. That any deficiencies in payments 
in any year will be compensated as 
quickly as possible in future periods. 

|. A minimum retirement payment. 
equal to one to three years average 
earnings, should be guaranteed by the 
active partners. In the event of the 
death of a retired partner, any unpaid 
portion of the guaranteed minimum is 
to be paid to his estate. 


Safeguards for the Firm 

For the firm, certain safeguards are 
desirable, such as: 

1. Avoidance of multiple retirements 
within a short period of time by pro- 
hibiting more than one in, say, a two- 
year period. 

2. Partners in complete retirement. 
but carrying on as consultants, are not 
to participate in administration except 
as requested. 
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3. A non-competition clause should 
protect the firm against encroachments 
by a retired partner. 


1. Right to use of partner’s name in 
firm title should be reserved to the 
firm. 

(End of Installment I) 


Relieving the Overburdened 
Practitioner 


The last communication on this sub- 
ject was received from a senior partner 
of a very well-known firm of consider- 
able size and distinction. Partners of 
small and large firms may profit from 
some of the points made in these excerp- 
ted paragraphs: 


The most important course of action T have 
taken to reduce my burden has been to de- 
velop capable younger partners. in all depart- 
ments of our firm, to whom I can delegate 
responsibility. I have attempted to make this 
a program in depth so that enough capable 
younger men could be found, at every level 
of the firm, who believed that they had satis- 
fying careers ahead of them. As you know, 
the ability to retain outstanding personnel on 
a career basis involves many factors such as 
reputation, auditing standards, diversification 
of experience, adequate compensation, merit 
promotion policies, training, morale, ete. All 
of these factors have received careful atten- 
tion .. 

IT have planned for a cooperative team 
effort. Partners are encouraged to share their 
problems with others and to consult other 
members of the firm before they make major 
decisions. (I have tried to instill this  phil- 
osophy throughout the firm so that it applies 
to juniors as well as to partners.) Technical 
and administrative problems requiring my 
attention, in most instances, now reach me 
early enough to enable me to consider them 
calmly, without undue pressure, and with the 
benefit of the considered views of my ass 
ciates, 

From the personal viewpoint, I have 
learned how to say “No” to some of the 
numerous extracurricular requests for my 
time. Finally, I do not underestimate the 
value of my capable and cooperative  secte- 
taries, 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


Recent Unemployment Insurance Decisions 


The question of the eligibility of cor- 
porate officers for benefits under the 
Unemployment Insurance Law was de- 
cided adversely to the corporate officers 
in Appeal Board Case No. 63,215-58, 
because the corporate employer was de- 
linquent in the payment of contribu- 
tions on its payrolls. 

The officer-claimants appealed from a 
decision of the Referee sustaining the 
Industrial Commissioner’s determina- 
tions that benefit payments claimed by 
the president and vice president be held 
in abeyance until the delinquent con- 
tributions of $2,286 have been fully 
paid by the corporation. 

The benefit claimants each owned 30 
per cent of the outstanding common 
stock of the corporation, and were the 
active officers and sole operators of the 
business enterprise. The remaining 40 
per cent of the issued capital stock 
which had been valued at $50,000 was 
held by other persons who had made 
financial the 
The enterprise encountered 


business. 
financial 


investments in 





SAMUEL S. Ress, an associate member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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difficulties and the corporation became 
delinquent in the payment of unem- 
ployment insurance contributions com- 
mencing with the fourth quarter of 


1956. 


The Appeal Board points out that in 
its decision in Appeal Board Case No. 
1414-39, it had been held that 
sponsibility for conformance by a cor- 
poration with the Law rests upon the 
officers and that failure of the corpo- 
ration to pay contributions as required 
under the Unemployment Insurance Law 
is attributable solely to the neglect or 
omission of its officers. That such was 
the legislative intent is apparent from 
the language of Section 631 of the Un- 
employment Insurance Law relating to 
criminal penalties which may be im- 
posed under the Law. .. .” 


66 
re- 


The Appeal Board stated that it would 
be inequitable to permit the claimants 
to collect benefits while tax contributions 
owed by the controlled corporation re- 
mained unpaid. It also stated that un- 
paid benefits were not to be used to 
offset unpaid contributions payable by 
the corporation. The Appeal Board con- 
ceded that their action in the present 
case is not spelled out in the Unemploy- 
ment Insurance Law but is based on 
the application of equitable principles 
designed to prevent the receipt of bene- 
fits by persons whom the Board con- 
siders to be wrongdoers because of 
their failure to arrange for proper pay- 
ments of unemployment insurance con- 
tributions. 
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Two cases decided by the Appeal 
Board demonstrate the wrong way and 
the right way of getting a hearing and 
decision on the merits of a case after 
the running of the 20-day period within 
which a demand for a hearing or an 
appeal from an adverse determination 
or decision may be taken by the in- 
jured party. 

In Appeal Board Case Number 
60.620-57, involving the issue that an 
untimely request for a hearing before 
a Referee had been filed, the Board held 
that: 

A referee may not take jurisdiction on the 
merits of a corrected or modified initial 
determination which does not alter the basic 
issues or newly aggrieve the claimant when 
the request for the hearing is filed more than 
twenty days after the issuance of the original 
initial determination although timely with 
respect to the revised determination. 


In Appeal Board Case No. 61.973-57, 
the employer, a menaber of a CPA firm 
who was also a_ practicing attorney, 
made an application under Section 620.3 


of the Unemployment Insurance Law ty 
reopen and reconsider the Referee’s de. 
cision in Case No. E976-57R, filed June 
11, 1957, sustaining the Industrial Com. 
missioner’s holding that the employer 
was subject to the law effective Jany. 
ary 2, 1951. Since more than twenty 
days had passed since the original deci. 
sion of the Referee had been rendered, 
and no appeal had been taken to the 
Appeal Board within said twenty-day 
period, under the rule laid down in Ap- 
peal Board Case No. 60,620-57, and re- 
iterated in many other cases before 


and after that decision, the right of | 


appeal by the employer herein had 
lapsed. In seeking the opportunity to 
present further evidence for the record 
(which ultimately reduced the retroac- 
tive period of the employer’s liability 
from six years to two years), the em- 
ployer CPA-attorney applied for a re- 
opening of his original case before the 
Referee. The Appeal Board granted 
the request and, in subsequent hearings, 
decided in favor of the employer. 


Accounting at the SEC 


(Continued from page 442) 


of the prospectus, that net income had 
declined in the same period from 
$432,000 to $323.000. The net income 
figures were shown in a table presented 
on the opposite page of the prospectus. 
Nonetheless the Commission found the 
prospectus materially misleading in pre- 
senting in the text thereof the favorable 
factor of a substantial increase in sales 
without at that point also disclosing the 
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decline in earnings over the same 
period. 

While the Commission’s comment re- 
lates to information included in the text 
of the prospectus, the principle enur- 
ciated in the decision is equally applica- 
ble to information appearing in_ the 
financial statements or anywhere else 
in the registration document. 
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dered. Chairman, Don J. Summa, C.P.A. 
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in Ap. In recognition of the wide scope of federal income taxation 
nd re- and the large part which it represents in CPA services, this 
before Department is assuming an expanded form. The departmental 
ht of editor, Richard S. Helstein, will continue his analytical coverage 
1 had of current developments, with particular emphasis on decisions 
ity to and rulings. He is being joined by our Society's Committee on 
wad | Federal Taxation, whose chairman, Don J. Summa, will coordi- 
hai, nate the individual contributions of the committee members. This 
sbiljt section of the Department, which we have termed Commentary, 
' will likewise provide analytical comment on matters of current 
wind interest in federal income taxation. 
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ba Although we can seek to conceal our pride in introducing 
ada: our readers to this enlarged department, we shall not suppress 
ranted the expression of our deepest gratitude to Richard S. Helstein 
rings. and to the chairman and members of the Committee on Federal 
Taxation for their devotion to our magazine, to its readers, and 
to our profession. 
—Tue Epiror 
Decisions and Rulings 
same | Settlement of Cases bilities of success or failure upon trial. 
In a most important revision of exist- The new procedures will strengthen the 
nt re’ | ing procedure. the Commissioner has control of the Chief Counsel over Tax 
etext j Tuled that, effective May 1, 1958, Court litigation. 
enun- | Chief Counsel shall have the power to In brief, under the new procedure 
plica- settle cases docketed in the Tax Court, Regional Counsel will assume full re- 
, the | With or without the concurrence of the sponsibility for settlement of a case on 
ele | Appellate Division of the Internal Rev- and after the opening day of the session 


of the Tax Court at which the case is 
calendared. Prior to that date. settle- 


enue Service. Actually Regional Coun- 
sl has the responsibility of trying 


June 





cases, and, based upon his experience 
and the information gleaned in pre- 
paring a particular case for trial. is in 
the best position to evaluate the possi- 
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ments. as in the past, will be the joint 
responsibility of Regional Counsel and 
Appellate Division, with one most sig- 
nificant change: In the event of dis- 
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agreement between these two arms of 
the Service, Chief Counsel shall have 
the final decision. 

This development, stemming from a 
recommendation of Congressman Wilbur 
D. Mills, can be most beneficial to the 
taxpayer, since, in effect, it provides 
another tribunal for settlement short of 
actual litigation. Taxpayers and their 
representatives have often had the ex- 
perience, under pre-existing procedure, 
of having been unable to reach an 
agreement with Appellate Division. 
Then, subsequent to filing a petition 
with the Tax Court, having persuaded 
Counsel for the Government of the de- 
sirability of settlement, they are con- 
fronted with a veto by the same member 
of the Appellate Division who previously 
negated a settlement. Under the new 
procedure, the veto can be overridden 


by Chief Counsel. 


Exclusion of Death Benefits 


The Commissioner has revoked Rev. 
Rul. 57-483, IRB 1957-43, 11 (Report- 
ed in NYCPA, Vol. XXVIII, No. 1, 
January 1958, p. 72). In a new ruling, 
the following methods are prescribed 
for reporting installment payments re- 
ceived because of the death of an em- 
ployee (based upon the concept that 
the $5,000 death benefit exclusion, pro- 
vided by Section 101 (b) (2) (a) IRC 
1954, shall be treated as consideration 





Ricuarp S. HELsTetn, C.P.A., has been 
a member of our Society since 1940. 
He has been a member of the Commit- 
tee on Federal Taxation, as well as 
various other committees. He is pres- 
ently a member of the Committee on 
Publications. 

Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 
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paid by the employee for purposes o{ 
Section 72 of the Code, which deals with 
annuities) : 


1. If the amount of the installment 
benefits receivable in the first three 
years is $5,000 or more, all amounts 
received should be excluded from gross 
income until $5,000 has been received. 
after which all amounts received shall 
be included in gross income (Sec. 72 
(d)). 


2. If the amount of the installment 
benefits to be received in the first three 


years is less than $5,000, only that por- | 


tion as computed under Section 72(b) 
shall be included in gross income. There 
shall be excluded that part which bears 
the same ratio to the installments re- 
ceived as $5,000 bears to the entire 
expected return. 

Of course, the above procedure ap- 
plies only where the entire return is 
greater than $5,000. If the amount to 
be received is less than $5,000, it is 
fully excluded from gross income. (Rev. 
Rul. 58-153, IRB 1958-15, 9.) 


Title Under Government Contracts 


Under the various National’ Defense 
Acts, the Government had been author- 
ized to finance its contracts and sub- 
contracts through means of “partial 
payments.” In most of the contracts 
providing for “partial payments” under 
these acts, there appears a_ provision 
that upon the making of a “partial pay: 
ment,” title to all inventory parts and 
equipment used in the execution of the 
particular contract vests in the Govert- 
ment. 

There has been considerable varia 
tion in treatment of such inventories in 
published statements. It is noted in 
ACCOUNTING TRENDS AND TECHNIQUES. 
published by the AICPA, that in some 
cases the inventories are reflected net 
of the partial payments: in other cases 
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the inventories are reflected gross and 
the partial payments are reflected as 
liabilities. 

There is a real question, resulting in 
considerable litigation, to determine 
whether or not the “vesting of title” in 
the Government represents merely a se- 
curity title or real title. This question 
arises both because of the imposition of 
state and local taxes upon personal 
property (no state nor municipality can 
tax Government-owned property) and 
in the computation of total assets under 
the excess profits tax relief provisions. 

In a series of recent decisions (State 
of Detroit v. The Murray Corp. of 
America, S.Ct. U.S.A. and 
Borg-Warner Corp. v. Detroit, S.Ct. 
3/3/58; U.S.A. and Continental Motors 
Corp. v. Muskegon, S.Ct. 3/3/58) the 
Supreme Court held that the local tax 
was valid because it was imposed upon 
the “use of the property” and not upon 
the property itself. Although the ques- 
tion of ownership was not decided, the 
dissenting opinion in the Murray Corp. 
case believes that real title vests in the 
Government. However this question has 
not been directly ruled upon, and still 
may be subject to litigation with respect 
to excess profits tax relief. 


9/Q/FO, 
0/9/ IO; 


Fees in Connection with Tax Litigation 


The location of a deduction on an 
individual’s Federal Income Tax Return 
may have substantial tax consequences, 
depending upon whether the item is 
deductible from gross income or from 
adjusted gross income. 

Section 62, I.R.C. 1954, defines “Ad- 
justed Gross Income” as gross income 
less trade or business expenses, deduc- 
tions attributable to rents or royalties, 
certain travel and transportation ex- 
penses of employees, deductions in con- 
nection with life tenants and deductions 
in connection with capital gains and 
losses. If the allowable deduction does 
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not fall within one of these categories, 
it must be deducted from adjusted gross 
income. This, of course, affects the 
medical deduction and the deduction 
for contributions, as well as those indi- 
viduals using the optional standard de- 
duction. 

Thus, where an individual incurs legal 
or accounting expense in connection 
with the contest of any tax, it behooves 
him to determine where such expense is 
deductible. If it is incurred in connec- 
tion with his trade or business, or any 
of the other items described in Section 
62, it will reduce adjusted gross income. 
However, if it is incurred in connection 
with so called “personal income” (e.g.. 
dividends, interest, contributions. cas- 
ualty losses, ete.) it is deductible from 
adjusted gross income (Sec. 212(3); 
Reg. 1.212-1(1)). 

In a recent case (James J. Standing, 
1957, 28 T.C. 789) the Tax Court 
held that where personal income was 
comparatively negligibly involved in the 
contest of taxes, all of the legal and ac- 
counting expense was attributable to the 
trade or business, and therefore was de- 
ductible from gross income. Although 
there is no case directly in point. based 
upon many Court decisions allocating 
legal expenses between capital and de- 
ductible expense arising from civil ac- 
tions, it is probable that where there is 
no overwhelming predominance either 
of business or of non-business items 
involved in the tax contest, an allocation 
between the two is acceptable. 


Assignment of Short-Term Oil Rights 


Ordinary income rather than capital 
gain results from assignments of short- 
term oil and sulphur payments carved 
out of royalty interests or working in- 
terests. Although the payment rights 
are concededly equivalent to interests 
in land, the consideration received for 
their sale or assignment is considered 
by the Supreme Court to be a lump-sum 
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payment received in anticipation of 
what would otherwise be received at a 
future time as ordinary income, rather 
than for an increase in value of the 
income-producing property. Reiterating 
its doctrine set forth in Corn Products 
Refining Co. v. Com. (1955, 350 U.S. 
46) that the capital gain provisions of 
the Code “have always been narrowly 
construed so as to protect the revenue 
against artful devices,” the Court held 
that substance must prevail over form. 

It further held that an exchange of 
future oil income for real estate was 
not an exchange of properties of a “like 
kind” and therefore not tax-free under 
Section 112(b) (1) IRC 1939 (similar 
to Section 1031 IRC 1954), and the 
gain in such a case is also taxable as 
ordinary income. (Com. et al. v. P. G. 
Lake. Inc. et al.:; S.Ct. 4/14/58.) 


Amortization of Emergency Facilities 


Where depreciation is computed under 
either the straight-line method or the 


sum-of-the-digits method, the basis upon 
which depreciation is computed is cost 
less the estimated salvage value at the 
time of acquisition. There is no such 
provision in connection with the ac. 
celerated amortization of emergency 
facilities. Thus where certain properties 
have been partially certified as emer. 
gency facilities, the portion subject to 
amortization and the portion subject 
to depreciation must be considered sepa- 
rately. The reduction for salvage value 
will be applicable only to that portion 
of the property which is not certified 
as an emergency facility. 

Assuming that the salvage value at 
the time of the acquisition is estimated 
to be 10 percent of the cost of a par- 
ticular piece of property. and 80 percent 
of that property is certified as an emer- 
gency facility, only 10 percent of the 
remaining 20 percent will be treated as 
salvage value for the purpose of depre- 
ciation under either the straight-line or 
sum-of-the-digits methods. (Rev. Rul. 
58-131, I.R.B. 1958-13, 15.) 


Commentary 


Provision for Bad Debt Reserve 

Under present economic conditions 
the reserve for bad debts, which in re- 
cent years has been in the background 
of general interest, may gain increased 
attention and importance. 

A taxpayer who reports on the method 
of cash receipts and disbursements 
ordinarily has no taxed accounts receiv- 
able, so that a taxpayer must. in general, 
be on the accrual basis in order to 
receive any tax benefit from an addition 
to a reserve for bad debts. However. 
even if the proper accounting method 
is used it may be difficult to provide a 
reserve for tax purposes which from the 
commercial point of view will be ade- 
quate. 
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Section 166(c) of the Code provides 
that in lieu of claiming a deduction for 
debts which become completely or par- 
tially worthless “. . . there shall be 
allowed (in the discretion of the Secre- 
tary or his delegate) a deduction for a 
reasonable addition to the reserve for 
bad debts”. (Emphasis supplied.) 

The Revenue Service consistently at- 
tempts to restrict the “reasonable” addi- 
tion to the smallest possible amount. 
The most frequent practice of the Rev- 
enue Service is to limit the total amount 
of the allowable reserve to a percentage 
of receivables based on the average 
yearly amount which in the experience 
of the taxpayer has proved uncollectible 
during a 5 or 6-year period ending with 
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the taxable year. If the taxpayer can 
demonstrate that this short period does 
not fairly represent his bad debt experi- 
ence, the period might be extended to 
10 years or even longer. 

As the present decline in business 
threatens to be the sharpest and longest 
for almost two full decades, the average 
experience of a taxpayer during the 
recent boom years may well turn out 
to be entirely unsatisfactory. This will 
be particularly true in the case of a 
business organized relatively recently. 

The Internal Revenue Service 
granted permission to banks to accumu- 
late tax-free a reserve for bad debts in 
an amount of three times their average 
bad debt rate during any period of 20 
consecutive years. On the other hand, 
it steadfastly refuses to allow other tax- 
payers, whose receivables are in gen- 
eral less adequately secured, to set aside 
a reserve which gives proper consid- 
eration to the changing business cycle. 
By limiting the reserve method tax- 
payer to his most recent experience fac- 
tor the Revenue Service actually may 
restrict the taxpayer to a deduction of 
debts which became worthless during 
the year. As a result, the taxpayer is 
prevented from providing during his 
fat years for his meager years; more- 
over, the chief purpose of the reserve 
method may be thwarted. 


has 


Dividend from 10-percent-Owned 

Foreign Corporation 

A credit is allowed a corporation for 
foreign income taxes deemed to have 
been paid applicable to the receipt of 
dividends from a foreign corporation 
in which at least 10 percent of the 
Voting stock is owned. In this connec- 
tion, it should be noted that liquidating 
dividends do not qualify as dividend 
income. Therefore, where a credit for 
foreign taxes is desired and liquidation 
may be contemplated. an ordinary divi- 
dend should be declared prior to the 
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time that steps are taken in the process 
of liquidation. 


Affiliated Company Advances 

Evidenced by Notes 

Notes are frequently given in support 
of intercompany advances between affili- 
ated companies. Losses incurred in con- 
nection with such notes were governed 
by the bad debt provisions of the 1939 
Code and were ordinary deductions to 
corporate taxpayers except in instances 
where the notes were in registered form 
or had interest coupons attached. 
Amounts received upon the retirement 
of the latter classes of notes were con- 
sidered under Section 117(f) of the 
1939 Code to be amounts received in 
exchange therefor; consequently, any 
gain or loss to the holder in connection 
with their retirement was treated as 
capital gain or loss. Inasmuch as notes 
given for intercompany advances are 
seldom, if ever, in registered form or 
have interest coupons attached, Section 
117(f) was not normally applicable. 

The enactment of the 1954 Code has 
altered the situation with respect to notes 
not in registered or coupon form. Sec- 
tion 1232 of the 1954 Code, corre- 
sponding to Section 117(f) of the 1939 
Code, treats any amount received on 
retirement of bonds, notes, or other evi- 
dences of indebtedness, whether or not 
in coupon or registered form, as amounts 
received in exchange therefor. Since 
notes representing advances are not gen- 
erally acquired in the ordinary course 
of trade or business for services ren- 
dered or from the sale of inventory. 
such notes are capital assets under 
Section 1221 and the sale or exchange 
thereof results in capital gain or loss. 
Considering that corporations may not 
deduct any portion of a capital loss 
against ordinary income, but may only 
apply the loss in reduction of capital 
gains. it follows that a capital loss to 
a corporation is in many cases tanta- 
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mount to no deduction at all. 

The need for intercompany advances 
arises frequently in situations where a 
subsidiary company is in financial dif_i- 
culty due to operating losses. In such 
instances the prospects for repayment 
of these advances in full are not the 
brightest, but usually partial repayment 
is accomplished in complete dissolution 
of the subsidiary. When the advances 
are represented by notes, the unrecov- 
ered balance of the notes would, by 
virtue of Section 1232, give rise to a 
capital loss to the parent company. If 
instead of notes, the advances were car- 
ried as an open account between the 
companies, the unrecovered balance 
would be deductible from ordinary in- 
come as a bad debt by the creditor 
company. 

An ordinary deduction nevertheless 
may be available under Section 165(g). 
However, the application of Section 
165(g) will be precluded unless the 
notes meet the definition of a security 
under that section, i.e., with interest 
coupons or in registered form. Then 
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again, even though the notes meet the 
definition of a security, you may be 
dealing with a less than 95-percent. 
owned subsidiary which would also pre. 
clude an ordinary deduction under this 
section. ‘ 


Possible Personal Holding Company 
Status of Foreign Corporations 


Frequently, United States citizens op. 


erate a business abroad in corporate } 


form, receiving salary and dividends 
from the foreign corporation. If the 
citizen-owners resided abroad, the sal- 
ary would ordinarily constitute earned 
income excludable from taxable income 
of the U. S. citizen under Section 911 
of the Code. Any dividends would not 
constitute earned income and would be 
includible in the gross income of the 
U. S. citizen. 

In spite of the fact that such a corpo- 
ration may have “foreign personal hold. 
ing company income” from sources 
within the U. S. and may meet the 
stock ownership test of a foreign per- 
sonal holding company, the operation 
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of a business abroad would normally 
serve to remove such a foreign corpo- 
ration from the category of a foreign 
personal holding company by reason of 
Section 555(a). which provides that 
gross income shall be computed as if 
the foreign corporation were a do- 
mestic corporation. 


Nevertheless, there is a danger that 
the corporation may be a personal hold- 
ing company within the meaning of 
Section 542, whereby a foreign corpo- 
ration is excluded from the personal 
holding company category only if it is 
a foreign personal holding company 
(Section 512(c)(5)) or if its gross in- 
come from U. S. sources is less than 50 
percent of its total gross income and 
all its stock is owned during the last 
half of the year by non-resident alien 
(Section 542(c) (10) ). 


In determining whether a foreign cor- 
poration falls within the category of a 
personal holding company under Sec- 
tion 542 the term “gross income” would 
apparently be given the same meaning 
that it is given in Section 882(b), 
where gross income is defined as in- 
cluding only the gross income from 
sources within the U. S. This conclu- 
sion was reached in Porto Rico Coal 
Company v. Commissioner (126 F. (2d) 
212). Applying this definition to a 
foreign corporation operating a_busi- 
ness abroad which is owned in whole 
or in part by U. S. citizens, personal 
holding company status would be de- 
termined (in so far as income is con- 
cerned) only by reference to income 
from sources within the U. S. If such 
income consisted entirely of dividends 
and/or interest, the foreign corporation 
would apparently meet the income test 
of a personal holding company. 


individuals 


A question arises as to the manner 
in which the application of the personal 
holding company provisions would be 
enforced by the U. S. Treasury Depart- 
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ment under the circumstances envisioned 
above. Except as it may be required to 
file personal holding company sched- 
ules, such a foreign corporation would 
not otherwise be required to file U. S. 
income tax returns since it would not 
be engaged in business in the U. S. 
Since the corporation would not be a 
foreign personal holding company the 
shareholders would not be required to 
report the undistributed income cur- 
rently, but would be currently taxable 
only on distributed income. 

However, in spite of practical limi- 
tations, the Treasury can enforce com- 
pliance with the personal holding com- 
pany rules, as evidenced by its success 
in applying the tax to a Swiss corpora- 
tion receiving dividends and _ interest 
from U. S. sources even though all its 
stockholders were non-resident aliens 
(Fides, A. G. v. Commissioner, 137 F. 
(2d) 731). 

Possible application of the personal 
holding company rules might also arise 
upon sale of stock in the foreign corpo- 
ration by a U. S. citizen-stockholder or 
upon receipt of a distribution in liqui- 
dation of the foreign corporation. Such 
a transaction could prompt inquiry into 
the status of the corporation, since these 
transactions would appear on the re- 
turns of the U. S. citizen-stockholders 
and be subject to examination. 

If the affairs of the foreign corpora- 
tion were examined and it was found to 
have been a personal holding company, 
the tax consequences could be severe. 
Since the corporation would normally 
not have filed U. S. tax returns, the 
statute of limitations would not afford 
protection for any prior years. There- 
fore the way would be open for assess- 
ment against the corporation (or the 
stockholders as transferees) not only of 
the personal holding company tax and 
interest for all applicable years but also 
of a penalty of 25 percent of the tax 
for each year for failure to file returns. 
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In computing the personal holding 
company surtax for such a foreign cor- 
poration it might conceivably be argued 
that a deduction should be allowed for 
the full amount of dividends paid dur- 
ing the years the corporation fell within 
the personal holding company defini- 
tion. However, the Treasury would 
probably maintain that the dividend de- 
duction should be limited to the same 
percentage of dividends as the United 
States income bears to the total income 
of the foreign corporation. 

In view of the foregoing, the desira- 
bility 
receive personal holding company in- 
come from U. S. should be 
reviewed carefully. 


of having foreign corporations 


sources 


Deductible Education Expenses 

Final regulations (Sec. 1.162-5) lib- 
eralize considerably the rules for de- 
duction of expenses for education in- 
curred by an individual taxpayer in 
general for 1954 and later years. Such 
expenses are now deductible if they are 
undertaken primarily for the purpose 
of either: 

1. Maintaining or improving skills 
required in the taxpayer’s present em- 
ployment or other business or profes- 
sion, or 

2. Meeting the express requirements 
of the employer (or applicable law) in 
order to retain the same employment 
status. 

Education which it is customary for 
other established members of the tax- 
payer’s business or profession to under- 
take will ordinarily meet the first re- 
quirement. 

Expenses for education which are 
not deductible include those undertaken 
primarily for the purpose of obtaining 


a new position or substantial advange 
ment in position, or to meet the mini. 
mum requirements for qualification o 
establishment in a business or profession 
or specialty therein. As examples of 
such non-deductible expenses. the regu. 
lations cite the cost of courses in aed 
counting taken by an employee of an 
accounting firm in order to become a 
certified public accountant and the cost 
of study by a general practitioner of 
medicine in order to become qualified 
in pediatrics. By implication. the cost 
of further study of accounting by a 
CPA, or of pediatrics by a pediatrician, 
would be deductible. In another exam. 
ple, a high school teacher of physics is 
permitted to deduct the expenses in 
curred in taking a course in nuclear 
physics in order to improve his teach 
ing skills. An accompanying statement 
by the Secretary of the Treasury indi- 
cates that expenses may be deductible 
even though they result in an increase 
in salary or promotion, so long as they 
are not incurred primarily for the pur 
poses noted in the first sentence of this 
paragraph. 

Expenses for education which are de 
ductible if they meet the foregoing tests 
include those for research activities as 
well as formal courses, and the cost of 
travel, meals and lodging while away 
from home primarily for the purpose of 
education. An allocation is required if 
the trip includes any personal activities 
apart from education. 

The deduction is allowed only to the 
taxpayer who takes the courses. Allow. 
able expenses paid by a child are de 
ductible from his gross income; if paid 
by the parent, they are not deductible 
by either the child or the parent, even 
though the child may be a dependent of 
the parent. 
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